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THE FINANCIAL STABILITY OVERSIGHT 
COUNCIL ANNUAL REPORT TO CONGRESS 


THURSDAY, JULY 26, 2012 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:04 a.m., in room SD-538, Dirksen Sen- 
ate Office Building, Hon. Tim Johnson, Chairman of the Com- 
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON 

Chairman Johnson. Good morning. I call this hearing to order. 

Today we welcome Treasury Secretary Geithner to deliver the Fi- 
nancial Stability Oversight Council Annual Report to Congress, as 
required by the Wall Street Reform Act. 

Having recently marked the 2-year anniversary of Wall Street re- 
form, I believe we have made important progress to enhance our 
financial system’s stability. Critics are quick to point to the unfin- 
ished rules, but the improved regulatory structure was not going 
to appear overnight. In 2 years, we have a mechanism in place to 
unwind failing nonbank financial firms, the regulators have pro- 
posed rules to enhance capital and prudential standards for our 
Nation’s largest and most complex financial institutions, and we 
have improved consumer and investor protections, among other ef- 
forts. 

The Financial Stability Oversight Council is a key part of these 
efforts to enhance financial stability and eliminate regulatory gaps. 
It manages the process to designate financial firms as systemically 
important, coordinates interagency rulemakings, monitors develop- 
ments in the financial markets, and provides a forum for all of the 
financial regulators, Federal and State, to identify areas that need 
to be addressed to strengthen our Nation’s financial stability. I look 
forward to hearing from Secretary Geithner about the FSOC’s 
progress. 

The FSOC has had some early challenges too. The Office of Fi- 
nancial Research, FSOC’s data arm, has yet to have a confirmed 
Director, despite the President nominating a well-qualified can- 
didate. Without the certainty of a Director in place, the OFR has 
struggled to attract the staff it needs to put the systems in place 
to raise red flags when our Nation’s financial institutions and econ- 
omy are in trouble. I urge my colleagues to confirm Dick Berner 
in this role as quickly as possible. 

But the FSOC has also had many successes. The Annual Report 
we are reviewing today is solid. It provides important insight into 
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the workings of the Council. It identifies many important issues of 
concern and provides recommendations for the regulators to ad- 
dress these concerns. From the Banking Committee’s oversight per- 
spective, this report provides a tangible way to measure the 
FSOC’s progress. 

The FSOC also recently designated eight financial market utili- 
ties as systemically important. This is a major step forward and is 
another example of how Wall Street reform is helping to provide 
financial stability. The FSOC has finalized the criteria and is in 
the process of designating nonbank financial companies as system- 
ically important, another critical step. 

The FSOC also has its finger on the pulse of the economy’s most 
important issues. For example, as we can see from the public min- 
utes and the Annual Report, the FSOC has been focusing on the 
situation in Europe, an issue that this Committee also has been 
monitoring. 

As I have previously stated, I asked Secretary Geithner to come 
prepared to speak about LIBOR. As the President of the New York 
Fed in 2008, he raised some early warning signs about the integ- 
rity of the LIBOR submission process and called on the Bank of 
England to specifically “eliminate incentive to misreport” LIBOR 
submissions by the banks. Shortly thereafter, the CFTC began its 
investigation leading to an international effort resulting in the re- 
cent enforcement actions by the CFTC, DOJ, and FSA. As addi- 
tional investigations into this matter continue, I hope we can have 
a conversation today about what happened during the crisis and 
how, going forward, we can have more reliable benchmark rates 
that accurately reflect the cost of borrowing in both normal and cri- 
sis periods, protecting both borrowers and investors. 

While this Committee will continue to exercise oversight of regu- 
lators, we cannot lose sight of the fact that the LIBOR issue, at its 
core, is about fraud. There are some who seek to put the entire 
blame on the cops instead. But it would be a mistake to shift the 
focus away from the continued effort to hold the companies and in- 
dividuals who committed fraud accountable. 

Our economy continues to face many challenges and it is unlikely 
that we will be able to stop every future crisis, but I do believe be- 
cause of the work of the FSOC and Wall Street reform, we are bet- 
ter prepared. 

I will now turn to Senator Shelby for his opening statement. 

STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator Shelby. Thank you, Mr. Chairman. 

As you said, Mr. Chairman, Secretary Geithner comes before the 
Banking Committee today to report on the work of the Financial 
Stability Oversight Council. The Council, as we all recall, was es- 
tablished by Dodd-Frank and is required to report annually on the 
State of the U.S. economy, threats to financial stability, and the 
Council’s activities. 

In this year’s report, the Council describes a stagnating U.S. 
economy with a mere 1.9-percent growth rate in the first quarter 
and a Federal deficit exceeding 7 percent of GDP. It also reports 
that U.S. households have seen only modest income growth, that 
access to mortgage credit is constrained, and that investment is re- 
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strained by continued subdued confidence and elevated uncer- 
tainty — their words. 

As the Council reports, the unemployment rate is still above 8 
percent while labor force participation has fallen to its lowest rate 
in 30 years. Nearly 4 years into this Administration, not even a 
Council headed by its own Treasury Secretary I believe can hide 
the President’s failure to revive the economy and put Americans 
back to work. 

Also troubling is the Council’s view of Dodd-Frank. Its report de- 
scribes at length all of the new Dodd-Frank rules, but fails to men- 
tion their enormous cost to the economy. Nowhere does the report 
mention that these rules will require Americans to spend more 
than 24 million hours and billions of dollars every year to comply 
with them. 

If the Council wanted to understand why unemployment is high 
and mortgage lending is constrained, then examination of Dodd- 
Frank would have been a good place to start. More fundamentally, 
the Council’s report overlooks the serious structural flaws in our 
regulatory system, which Dodd-Frank only made worse. 

For all of the President’s talk about the need to reform Wall 
Street, Dodd-Frank has merely strengthened the advantage that 
large financial institutions possess in our financial system. 

First, Dodd-Frank Act imposes huge compliance costs on banks, 
conferring a competitive advantage on the large financial institu- 
tions that can more easily bear that burden. As a result, the bank- 
ing system has and will become even more concentrated in the 
largest firms thanks to Dodd-Frank. 

Second, Dodd-Frank failed to address the preferential treatment 
that our largest banks receive from bank regulators. For far too 
long, regulators have viewed themselves as advocates and not su- 
pervisors of large banks. They have developed cozy relationships 
with their banks and actively sought bank-supported regulatory 
changes, such as lower capital requirements. Those close relation- 
ships, however caused regulators to ignore red flags from subprime 
loans to insufficient capital to dubious securitization practices. 

Regulators also adopted a mind-set that none of their large 
banks should ever fail on their watch. Consequentially, regulators 
have orchestrated a series of bailouts to benefit our largest banks, 
including the 1995 bailout of Mexico, the rescue of Long Term Cap- 
ital Management, and most recently here TARP. Unfortunately, 
Dodd-Frank preserved and codified the preferential treatment for 
large financial institutions. 

Dodd-Frank solidified the close relationships between regulators 
and big banks by maintaining their preexisting prudential regu- 
lators. In contrast, the regulator for the smallest banks, the OTS, 
was abolished. 

It also protected the big banks from bankruptcy by creating a 
new resolution mechanism to ensure that large institutions do not 
fail. And all the while Dodd-Frank did nothing to make financial 
regulators more accountable. Instead, Dodd-Frank I believe made 
it more difficult to remove regulators who become captured by their 
banks. 

For example, the structure of the Consumer Financial Protection 
Bureau makes it effectively impossible to remove its Director. I 
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have said many times through the years here that nothing focuses 
the mind like the specter of being fired. Not one regulator, how- 
ever, was held accountable in the wake of the financial crisis. 

To add insult to injury, the very same regulators that missed the 
warning signs were then closely consulted on how to draft Dodd- 
Frank. In fact, staff from the very same agencies that failed us 
were detailed to Congress to help write the bill. 

This is the type of thing that outrages the American people, but 
it is, sadly, business as usual in Washington. 

Mr. Geithner is no stranger to bank bailouts or bank regulation. 
He has played a key role in financial regulation for the past 20 
years. However, recent news reports about his handling of the al- 
leged LIBOR manipulations suggests that he, too, may have tem- 
pered his response to what can be characterized as a significant 
problem within the banking industry. 

Accordingly, today’s hearing gives Secretary Geithner before the 
Banking Committee an opportunity to explain when he first 
learned of the allegations of LIBOR manipulation and how he did 
everything he could to protect the American taxpayer from any po- 
tential harm. 

Mr. Geithner I believe will also have an opportunity to explain 
to this Committee and to the American people how the President’s 
policies are improving the economy. It should not take too long. 

Thank you. 

Chairman Johnson. Thank you, Senator Shelby. 

In order to get to the questions of our witness as soon as pos- 
sible, opening statements will be limited to the Chair and Ranking 
Member. I want to remind my colleagues that the record will be 
open for the next 7 days for opening statements and any other ma- 
terials you would like to submit. 

Welcome back to the Committee, Mr. Secretary. You may begin 
your statement. 

STATEMENT OF TIMOTHY F. GEITHNER, SECRETARY, 
DEPARTMENT OF THE TREASURY 

Mr. Geithner. Thank you, Mr. Chairman. Chairman Johnson, 
Ranking Member Shelby, and Members of the Committee, thanks 
for the chance to come before you today to talk about the Council’s 
annual report. 

As the Council’s report outlines, we have made significant 
progress repairing and reforming our financial system since the cri- 
sis. We have forced banks to raise more than $400 billion in cap- 
ital, to reduce leverage, and to fund themselves more conserv- 
atively. 

The size of the shadow banking system, where much of the risk 
was concentrated, has fallen by trillions of dollars. The Govern- 
ment has closed most of the emergency programs put in place dur- 
ing the crisis and recovered most of the taxpayers’ investments 
made in the financial system. On current estimates, as you know, 
the TARP bank investments will generate an overall profit of ap- 
proximately $20 billion. Credit is expanding, and the cost of credit 
has fallen significantly for businesses and individuals since the cri- 
sis. These improvements have made the financial system safer, less 
vulnerable to future economic and financial stress, more likely to 
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help rather than hurt future economic growth, and better able to 
absorb the impact of potential future failures of large financial in- 
stitutions. 

But, of course, we still face a number of very significant chal- 
lenges. The ongoing European crisis presents the biggest risk to 
our economy. The growing recession in Europe is hurting economic 
growth around the world, not just in the United States, and the on- 
going financial stress caused by the crisis in Europe is causing a 
general tightening of financial conditions, exacerbating the global 
slowdown in growth. 

In the United States, the economy is still expanding, but the 
pace of economic growth has slowed significantly during the past 
two quarters. In addition to the pressures from Europe and the 
broader global economic slowdown, U.S. growth has been hurt by 
the earlier rise in oil prices, the ongoing reduction in Government 
spending at all levels of Government, and slow rates of growth in 
household income. 

The slowdown in U.S. growth could be exacerbated by concerns 
about the approaching tax increases and spending cuts and by un- 
certainty about the shape of the reforms and, frankly, the political 
will of this town to put in place reforms to both tax policy and 
spending that are necessary to restore long-run fiscal sustain- 
ability. And these potential threats underscore the need for contin- 
ued progress in repairing the remaining damage from the financial 
crisis and enacting financial reforms to make the system stronger 
for the long run. 

The regulators responsible have made important progress over 
the past 2 years designing and implementing the regulations nec- 
essary to implement financial reform. Roughly 90 percent of the 
rules that had deadlines before July 2nd have been proposed or fi- 
nalized, and the key elements of the law will largely be in place 
by the end of this year. 

As part of this, we have negotiated much tougher, new capital re- 
quirements on the banking system, including higher levels of cap- 
ital on the largest banks. We now have the ability to put the larg- 
est financial institutions under enhanced supervision, tougher pru- 
dential standards, whether they are banks or nonbanks, and we 
have the ability to subject key elements of the market infrastruc- 
ture to tougher and more carefully designed safeguards against 
risk. 

The SEC and the CFTC are putting in place a comprehensive 
new framework of oversight to the derivatives market, providing 
new tools for combating market abuse and bringing this market out 
of the shadows. The FDIC has designed an innovative way to put 
large financial institutions through an equivalent to bankruptcy 
while protecting the taxpayers from the risk of any loss and pro- 
tecting the broader economy from the fallout of those failures. And 
the Consumer Financial Protection Bureau has worked to simplify 
and improve disclosure of mortgage and credit card loans so that 
consumers can make better choices about how to borrow respon- 
sibly. 

Now, these reforms are very complicated. It is a complicated 
process. It is challenging, in part because our financial system is 
very complex. It is challenge because we need to be careful to tar- 
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get damaging behavior without damaging access to capital and 
credit. It is complicated and challenging because we want the re- 
forms to endure as the market evolves and innovates. And it is 
challenging because we need to make sure we are coordinating the 
work of multiple agencies, not just in this country but across the 
major financial centers. 

Now, beyond the reforms enacted in Dodd-Frank, the Council has 
put forward a list of additional recommendations for other changes 
to help strengthen our financial system. Further reforms are need- 
ed to reduce vulnerabilities in wholesale funding markets, includ- 
ing to mitigate the risk of runs on money market funds and to re- 
duce intra-day credit exposure in what is called the tri-party repo 
market, which is an important secure funding market. 

Regulators need to establish and enforce strong protections for 
customer funds that are deposited for trading. Financial firms and 
regulators need to continue to improve risk management practices 
with stronger capital buffers, better stress testing disciplines, and 
better internal risk management disciplines and controls for over 
complex trading and hedging strategies. 

The Council recommends further improvements in the quality 
and availability of financial data. The Office of Financial Research 
is going to continue to lead this effort, and I appreciate Mr. Chair- 
man reminding people that we hope the Senate will act on the 
nomination of Richard Berner to head that office. 

And, finally, the Council continues to push for progress toward 
comprehensive housing reform so we can bring private capital back 
into the housing market. 

Now, these recommendations will help build on the considerable 
progress made by the Council over the past few years in making 
the system safer and stronger, both more resilient and less vulner- 
able to crisis, with better protections for investors and consumers. 

We still have a lot of work ahead of us, however, and we need 
your support to make these rules strong and effective, and we need 
your support to make sure that the enforcement agencies have the 
resources they need to prevent fraud, manipulation, and abuse. 

I want to convey my compliments and thanks to the members of 
the Financial Stability Oversight Council and their staff, and I 
want to emphasize again that we look forward to working with this 
Committee and with the Congress as a whole to build on this 
progress and address the remaining challenges we face in the fi- 
nancial system. 

Thank you, Mr. Chairman. 

Chairman Johnson. Secretary Geithner, thank you for your 
statement. 

We will now begin asking questions of our witness. Will the clerk 
please put 5 minutes on the clock for each Member? 

With regard to the LIBOR issue, last week I asked Chairman 
Bernanke what he knew, when he knew it, and what did he do 
about it. Secretary Geithner, you stated that you were aware of 
weaknesses and vulnerabilities with LIBOR, that you made rec- 
ommendations on this matter in 2008. Were you aware of any ac- 
tions any members of the President’s Working Group took after 
they were briefed at that time? In light of the recent enforcement 
action, is there more that should be done? 
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Mr. Geithner. Mr. Chairman, in early 2008, as the financial cri- 
sis intensified, as concern about the strength of banks in Europe 
in particular, and as those banks found it harder to borrow dol- 
lars — and they needed to borrow dollars — you saw the LIBOR rates 
increase. LIBOR, as you know, is a reference to the London inter- 
bank offered rate, which is a rate set in London by the British 
Bankers’ Association, which is an average of estimates of what a 
group of banks, predominantly foreign banks, might pay to borrow 
in 10 currencies at 15 different maturities. 

At that time, as the rate went up, there was a lot of concern in 
the market about the design of the rate and the potential that cre- 
ated for misreporting and the incentives banks faced to under- 
report as particularly foreign banks faced higher borrowing costs. 

At the New York Fed, we took a very careful look at those con- 
cerns in the market. Many of those concerns made it into the press. 
The Wall Street Journal and the Financial Times wrote about this 
in April of 2008. We looked at those concerns, and we thought they 
were justified. We were very concerned about them, and on that 
basis, we took the following steps: 

We briefed the President’s Working Group on Financial Markets, 
which is a group composed of the Secretary of the Treasury, the 
Chairman of the Federal Reserve Board, the Chairman of the SEC 
and the CFTC, among others, and my staff subsequently briefed 
the Treasury and the CFTC and the SEC following that initial 
meeting. 

But in addition to that, because, again, this was a rate set in 
London by the British Bankers’ Association, I raised this directly 
and personally with the Governor of the Bank of England, and I 
wrote a detailed memorandum to the Governor outlining a series 
of reforms to reduce the vulnerability in the rate. And the Bank of 
England was very receptive to those recommendations and indi- 
cated they supported them and would act on them. 

Now, it turns out, as the CFTC has testified, roughly at about 
the same time, the CFTC initiated a far-reaching confidential in- 
vestigation that, as you have seen, ultimately resulted in the initial 
settlement announced earlier this month. And that investigation, 
which is still ongoing, has come to involve a range of other regu- 
latory authorities. 

Now, if you think about what is ahead, I want to just take a 
minute and outline what we think is important and necessary 
going forward. 

In addition to this ongoing enforcement investigation — which, of 
course, is very important to the integrity of our system because a 
simple, important, necessary test for any financial system is do we 
have the capacity to hold people accountable when they do these 
kinds of things. So the investigation are still very important. But 
in addition to those, I want to highlight some of the additional 
work ahead of us. 

The Council and the relevant agencies are taking a very careful 
look at the potential implications for the functioning of the finan- 
cial system of these remaining challenges. We are carefully exam- 
ining — this is the members of the Council — other survey-based 
measures of financial prices or interest rates to assets whether 
there is any other potential out there for the kind of problems we 
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have seen in LIBOR. These entities are carefully examining poten- 
tial reforms to LIBOR and alternatives to LIBOR. 

A broad global effort is underway, led by the Chairman of the Fi- 
nancial Stability Board, which is a group that includes all the 
world’s major central banks and market regulators, like the SEC 
and the CFTC and their global counterparts, also examining re- 
forms to the system. 

Now, in addition to these additional challenges ahead, we need 
to take a very careful look as a Council at how we deal with the 
circumstances in which a confidential investigation, enforcement 
action, reveals evidence of behavior or practices that could have im- 
plications for the financial system as a whole. This is a challenge 
because, as you know, we have to have very careful safeguards to 
protect the confidentiality of those investigations, and yet I think 
we have to find a way to make that information, if it has systemic 
implications, available to key members of the Council in this con- 
text. We are taking a careful look at that. 

Finally, we have to take a careful look at other parts of the fi- 
nancial system where the markets rely on private organizations 
composed of private firms like the British Bankers’ Association that 
have some quasi-regulatory or self-regulatory role. As you have 
seen in this case, we have got to be careful to make sure that the 
system is not relying on associations of private firms that leave us 
vulnerable to the kind of things we have seen. 

Of course, it is very important to the integrity of our system that 
the enforcement authorities have the resources they need to do 
their jobs. You know, if there is a small town in America and its 
population grows by 10-fold or 100-fold in a 5-year period, you need 
to increase the size of the police department. It is absolutely impor- 
tant to do that. 

Now, the members of the Council I am very confident will be 
fully responsive to the oversight conducted by this Committee and 
other bodies in Congress to examine this particular set of chal- 
lenges and how we are dealing with them going forward, and we 
will continue to keep the Committee informed as we pursue the 
things I just outlined. 

Chairman JOHNSON. There has been continued criticism about 
wrongdoers on Wall Street not being held accountable by enforce- 
ment officials. We now know that investigations have been ongoing 
on this matter since 2008, and so far there has been one major set- 
tlement. I want you to commit to me and the American people, will 
the Administration make sure that those found to have been in- 
volved in LIBOR fraud are held accountable and prosecuted to the 
full extent of the law? 

Mr. Geithner. Absolutely. It is very important we do that, and 
I am very confident that the Department of Justice and the rel- 
evant enforcement authorities will make sure they meet that objec- 
tive. 

Chairman Johnson. There have been additional developments 
this week in Europe that have been troubling. Do you think re- 
cently announced policy changes out of the EU, like the creation of 
the Banking Union, are going far enough toward solving the Euro- 
pean financial crisis? Are there additional steps that the U.S. 
should take? 
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Mr. Geithner. Europe is working through — working to put in 
place a mix of very challenging reforms, reforms to make their 
economies more competitive, but also reforms that put better dis- 
ciplines in place in how much countries can borrow, and better 
oversight of their financial systems. But those reforms are going to 
take some time, and in the interim, the European authorities are 
going to need to do more to restore confidence in the financial sys- 
tem to do more to make — to improve their prospects for economic 
growth, and they are going to need to do more to make sure the 
countries that are doing these reforms are able to borrow at sus- 
tainable interest rates. 

So there is absolutely more they need to do to underscore their 
commitment and their stated commitment, which is to do what is 
necessary to make sure the monetary union is going to work and 
hold together. But it is a very challenging crisis for them. The solu- 
tions to this have to be designed in Europe because they have to 
be willing to live within them, within the constraints, and make 
sure they work and pay the financial costs of this working. They 
are going to have to be designed in Europe if they are going to 
work. What we can do is what we are doing — to make sure that 
we are encouraging them to go as far as they can to protect the 
rest of us from a long and damaging European recession. And there 
are specific areas where we can help them financially in ways that 
are very much in our interest, which, for example, the Federal Re- 
serve is doing with their swap lines. Again, that helps reduce the 
risk that European banks cut back on credit around the world and 
hurt prospects for growth here in the United States. 

There are a lot of challenges ahead. They are making some 
progress, but they have a lot more to do. 

Chairman Johnson. Senator Shelby. 

Senator Shelby. Thank you, Mr. Chairman. 

Mr. Secretary, you referenced LIBOR. We all have. Tell us why 
LIBOR and the setting of LIBOR rates is so important not only to 
the American people but to the world financial, and what it does 
and approximately how many billions of loans are involved, billions 
of dollars involved in that? 

Mr. Geithner. Well, as I said, LIBOR is set in 10 currencies, not 
just the dollar or the pound sterling, 15 different maturities. It has 
implications around the world, in part because there are a variety 
of financial contracts — mortgages is one example in the United 
States — around the world that reference that rate. So it is impor- 
tant for that reason. 

But it is also important, of course, because we have seen a dev- 
astating loss of trust in the basic — of trust and confidence in the 
integrity of the financial system. So when you see a system vulner- 
able to banks’ misreporting, that can have more damage to the 
basic confidence people have about how the system works than any 
of the direct finance implications of the rate itself. And that is why 
it is consequential. 

Senator Shelby. But historically a lot of banking has been based 
on trust, has it not, integrity? So when people realized that some 
people were perhaps manipulating the LIBOR rate or manipulating 
this and that or fraud here and there, it hurts the whole financial 
system, it hurts us all, does it not? 
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Mr. Geithner. I agree with that. As I said, I agree with that 
completely. 

Senator Shelby. Mr. Secretary, going back to when you first 
learned about possible manipulation of LIBOR, was that in 2008, 
early 2008, I believe you said? 

Mr. Geithner. Yes, that is my judgment, looking back at that 
time, which, again, it was — these reports in the market and in the 
press and concerns started to come when the rates started to go up 
as the financial crisis intensified. 

Senator Shelby. Who did you notify besides Mervyn King, who 
was chairman of the Bank of England, about your concerns and 
others’ concerns about the manipulation of the rate? 

Mr. Geithner. Well, as I said, I briefed what was then called the 
President’s Working Group on Financial Markets, which means 
the — that body includes the Secretary of the Treasury, Chairman 
of the Fed, Chairman of the SEC, Chairman of the CFTC, other of- 
ficials, too. And then my staff briefed the Treasury and the SEC 
and the CFTC after that. That was important because, although it 
was clear that the reforms to this problem were going to have to 
come in London, this had implications for us. 

Senator Shelby. Well, we had banks that fed into that rate, did 
we not? 

Mr. Geithner. Well, at that point, 16 banks were part of the 
sample. Three of those banks were American banks. 

Senator Shelby. OK. Did you follow up after notifying the work- 
ing group you talked about, did you notify the Attorney General of 
the United States, the Justice Department? 

Mr. Geithner. The New York Fed and my colleagues, my former 
colleagues, are carefully looking through all the records of whom 
the New York Fed staff informed at that point. 

Senator Shelby. Did you, sir, as president of the bank, did you 
personally inform 

Mr. Geithner. No, I did 

Senator Shelby. or someone on your staff to let the Justice 

Department know about the implications of probably manipulation 
of the rate? 

Mr. Geithner. To the best of my knowledge, what I did was to 
inform the President’s Working Group and those regulatory bodies, 
and the reason I did that is because those are the bodies which 
have a range of different authorities that relate to market manipu- 
lation and abuse. And so that was a very important and necessary 
thing to do. 

Senator Shelby. When you first learned of possible manipulation 
of the rate, did you think this was a big deal? 

Mr. Geithner. I absolutely 

Senator Shelby. Or a trivial thing? 

Mr. Geithner. I absolutely thought this was a problem, which 
is why I took the initiative to do the things we did. Again, the prob- 
lem was you had a rate in London overseen by the British Bankers’ 
Association where banks were asked to provide an estimate of what 
they might pay to borrow, and then there was an estimate that was 
averaged over time. And that itself created this vulnerability to 
misreporting. So it was for that reason that we were concerned 
about the problem in this context, which is why we took the actions 
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we did to brief the broader regulatory community here in the 
United States and to encourage the British to fix it, to reform it. 

Senator Shelby. Going back to the Justice Department, do you 
have any knowledge yourself of when the Justice Department got 
involved in this? Was it late? Was it recently? Or was it after the 
British hearings and regulators were involved, or what? 

Mr. Geithner. I do not — that is something you have to ask them 
in the enforcement agencies. My recollection from what other peo- 
ple have testified is that the CFTC’s investigation, which they 
started at about the same time, April of 2008, ultimately came to 
include the SEC and Justice Department as well as a mix of regu- 
lators in London and elsewhere. 

Senator Shelby. Does the Federal Reserve Bank of New York 
have the authority to oversee misconduct by banks that would be 
under your jurisdiction? 

Mr. Geithner. The Congress has given the Federal Reserve, in 
this case the Board of Governors, a range of different enforcement 
powers. Those powers are given to the Federal Reserve as a whole, 
and the Reserve Banks, like the Federal Reserve Bank of New 
York, do play an active role in enforcement cases working with the 
Board of Governors when they implicate our direct authorities. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman Johnson. Senator Reed. 

Senator Reed. Mr. Secretary, when you reported to the Presi- 
dent’s Working Group, including Secretary Paulson, Chairman 
Bernanke, Chairman Cox, and I think Chairman Lukken, did they 
direct you to do anything? Did they indicate that they would do 
anything? Essentially what was their reaction? 

Mr. Geithner. No, but as you know, as you now know, the CFTC 
did at roughly the same time — I think in response to the similar 
concerns we had, did begin this investigation, ultimately involved 
other parties. And, again, it took quite a bit of time, as these typi- 
cally do. These are complicated things. But you had the CFTC and 
ultimately a variety of other regulatory enforcement authorities un- 
dertaking a very far-reaching investigation that is resulting in very 
tough enforcement actions. 

Senator Reed. One of the things I think this illustrates again is 
the rather ambiguous position of the President of the Federal Re- 
serve Bank of New York. This was brought to your attention. Did 
you communicate with Mervyn King on your own volition? Were 
you directed to do so? 

Mr. Geithner. No, I did that on my own. 

Senator Reed. And why would you do that if you were not re- 
sponsible for or clearly responsible for the policy of the United 
States with respect to LIBOR or anything else? You were simply 
chosen by the banking community of New York to regulate that 
bank. 

Mr. Geithner. Well, I thought it was the responsible thing to do 
because it had broad implications not just for London but for the 
United States, and so I thought that was the appropriate and nec- 
essary thing. 

Senator Reed. Again, I think one of the things we tried to at- 
tempt in Dodd-Frank was to clarify the position of the President 
of the Federal Reserve Bank, the only person that has a statutory 
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position, I believe, on the Open Market Committee, by making that 
position subject to confirmation and — appointment by the President 
and confirmation. And ironically it was rejected — in fact, on a bi- 
partisan basis, by all my colleagues who are here. So that was one 
of my ideas that just did not get any traction. 

But I think you would have been better served had you had 
much clearer authority and been on a level with the Secretary of 
the Treasury and with the Chairman of the Federal Reserve and 
had clear enforcement responsibilities. What is your view? 

Mr. Geithner. Well, I think I would say it this way: We had a 
financial system before the crisis where you had a huge amount of 
risk and activity that had important implications for the average 
American and the American economy that grew up outside the 
basic protections and safeguards and authorities we put in place 
after the Great Depression to deal with these kind of problems, and 
that was a terribly damaging problem for us. And neither the Fed- 
eral Reserve Bank of New York nor the Chairman of the Federal 
Reserve Board or even the Chairman and Chairwoman of the SEC 
and the CFTC had authority at that stage to deal with that huge 
growth of risk and activity, and as you saw, a lot of manipulation 
and abuse and fraud came outside the safeguards of the traditional 
banking system. 

So the crisis was so severe in part because of that problem but, 
of course, also because within the banking system the constraints 
on leveraging capital were just not sufficiently prudent or careful 
or conservative. 

Senator Reed. Do you now feel, given the Dodd-Frank legisla- 
tion, that you have a much better capacity to deal with issues like 
this? 

Mr. Geithner. I do. I think, as I said in my opening statement, 
you know, it is not just that we forced $400 billion more capital 
into the banking system and negotiated much tougher constraints 
on capital and leverage globally with much tougher requirements 
on the largest banks so that large banks have to hold much more 
capital against risk than do small banks. We have given the au- 
thorities the ability to make sure that where there is risk outside 
that in derivatives or in the financial market infrastructure or in 
large institutions like AIG that are not banks but still present risk, 
that we can put similar constraints on leverage on them, too. 

So I definitely believe that Dodd-Frank has put us in a much 
stronger position than we were before the crisis, even recognizing, 
of course, that you have to get these rules right and there is a lot 
of work to do still to address the remaining challenges. 

Senator Reed. Let me raise a final point in the few moments. Be- 
cause of the ubiquity of the LIBOR, this presents huge potential li- 
abilities for the banking system, back then and right now. On the 
one side, you might have a borrower that is benefiting from de- 
pressed rates, but then you have a bond holder that is not receiving 
what should be the rates that they contract for. And obviously was 
that — first, was that a consideration in your discussions with the 
Presidential Working Group that there could be huge potential li- 
abilities for manipulation of this rate by particularly bond holders? 
And then moving to today, is that a potential going forward now 
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where you have actively consideration of suits against multiple in- 
stitutions by numerous bond holders? 

Mr. Geithner. Well, absolutely, that was a concern then, and 
that is a critical concern going forward. And as I said in my open- 
ing statement or my initial remarks to the Chairman’s question, 
one of the issues that the Fed and the SEC and the CFTC are 
working on now, which the Council will review, is to make sure 
they are carefully examining not just the remaining implications 
for the integrity of the system but reforms and alternatives to 
make sure we address those remaining problems. That will be a 
critical focus of the remaining work ahead. And, you know, again, 
that basic vulnerability and reality is what motivated the actions 
I initiated in 2008. 

Senator Reed. Thank you. 

Chairman Johnson. Senator Crapo. 

Senator Crapo. Thank you, Mr. Chairman. Thank you, Secretary 
Geithner, for being here with us today. 

I want to switch to the housing issues, and in your testimony, 
you state, “As we move forward, we must take care not to under- 
mine the housing market, which is showing signs of recovery but 
is still weak in many areas.” 

I am hearing a lot of concern about how Dodd-Frank will reduce 
credit availability in the housing market through some of the pro- 
posed rules for a qualified mortgage that increases liability and a 
qualified residential mortgage that requires a 20-percent downpay- 
ment. Recently, the Director of the CFPB, Mr. Cordray, said that 
if the qualified mortgage is drawn too narrowly, that could upset 
the mortgage market. That could be a notable example of a rule 
itself restricting access to credit. 

I would like your opinion on this. Do you believe that there needs 
to be a broad QM definition? 

Mr. Geithner. Well, I want to just start by saying that I com- 
pletely agree that right now mortgage credit is tighter than it 
should be, and it is tighter than the basic requirements put in 
place by Fannie and Freddie and FHA, for example. And the main 
reason for that is because banks and servicers, given all the mis- 
takes they made and the damage they made, feel much more vul- 
nerable now to what people call “put-back,” which is these institu- 
tions protecting the taxpayer by putting back to those originators 
loans that did not meet those initial tests, you know, no-doc loans 
or some of the other loans they described in that context. 

Senator Crapo. And that is why we are working on the QM and 
the QRM. 

Mr. Geithner. Yes, but I think that concern is the biggest re- 
maining cause of the fact that credit is tighter in a mortgage than 
it needs to be. And independent of that rule-writing process ahead, 
I want to just make it clear that the FHFA — Ed DeMarco, to his 
credit, and the FHA are looking at ways even ahead of defining 
those rules that they can help address some of those concerns, that 
it is residual uncertainty about reps and warranties and put-back 
risk is leaving mortgage credit harder to get for an average indi- 
vidual with a good credit score than should be the case. 

Now, you are right that those rules have to be designed very 
carefully, and what the Chairman of the CFPB is doing, what the 
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other agencies responsible for what you call the qualified residen- 
tial mortgage rules are doing is they are trying to figure out how 
to balance appropriately the obvious need for more careful, prudent 
underwriting standards, more standardization, better disclosure 
with the need to be careful not to overdo it, not to go too far. 

Senator Crapo. But wouldn’t you agree that in that context we 
need to be sure that we do not define the QMs too narrowly so that 
we do not restrict access to credit more than is necessary? 

Mr. Geithner. Well, I would not say that. I agree with the objec- 
tive completely. I think you want to make sure that both these two 
rules are designed together and carefully to reduce the risk that 
you restrict mortgage credit more than it would be prudent to do 
and is necessary to do. 

Senator Crapo. All right. Thank you. I want to move to another 
topic now since the time is obviously short in these 5-minute sec- 
tors. I want to go to the end user issue. 

You may recall that ever since the Dodd-Frank conference, there 
has been a debate about whether nonfinancial end users were in- 
tended to be exempted from the margin requirements by the stat- 
ute. That was clearly what the Members of Congress intended. In 
fact, Chairman Dodd and Chairman Lincoln acknowledged that the 
language was intended to exempt those entities that used swaps to 
hedge or mitigate commercial risk. 

The regulators, though, have read the statute otherwise and 
have issued regulations now that do, in fact, require margin from 
those nonfinancial end users, and they basically take the position 
that, notwithstanding their understanding of congressional intent, 
it was the exact language that they feel bound by. Because of that, 
I have introduced legislation to correct that and make it clear that 
there is an exemption for the end users, and when he was before 
the Banking Committee recently, I asked this question that I am 
going to ask you to Chairman Bernanke: Would it be appropriate 
for us to correct that language and provide an exemption for non- 
financial end users so that it is very clear that that is what con- 
gressional intent and what statutory language requires? 

Mr. Geithner. In my own view, I do not think you need to do 
that because I think the way the statute was designed, you gave 
flexibility and discretion to the regulators to try to achieve the ob- 
jective you laid out. I think the concern is if you open this up too 
much, you are going to let the exception undermine the critical 
safeguards over financial institutions that the law was absolutely 
intended to cover. 

I do not think this requires a legislative fix. I think the law gives 
the regulators the discretion to get that balance right, but that is 
obviously something that we need to continue to look at, and I 
would be happy to consult with you more, to talk with you more 
closely about it to get a better feel for how they are defining that 
balance. 

Senator Crapo. So are you saying that you believe that the stat- 
utory language as is currently gives the regulators the authority to 
exempt nonfinancial end users? 

Mr. Geithner. I think it gives the regulators — I want to be care- 
ful about how I do this, how I say this. And it is not my authority. 
It is the authority of the regulatory agencies. I believe it gives 
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them the ability and the discretion and the authority to define an 
exception that I think meets your objective. 

Senator Crapo. You are not saying that there should be no ex- 
ception for end users. You are saying we need to get it right. 

Mr. Geithner. Yes, that is right. I agree. I believe the law as 
you wrote it does try to make sure you are not capturing people 
in risk you do not need to capture. But we are worried always that 
if you create exceptions and loopholes in this context that you will 
end up swallowing or undermining the broader safeguards that are 
necessary. I know that is not your intent, but that has to be our 
concern. 

Senator Crapo. But if I understand you correctly, then you are 
saying that you are worried that if Congress does this, they may 
get it wrong and be too broad in the exception? 

Mr. Geithner. I did not mean to quite imply that. I am just say- 
ing that I think the balance the Congress struck in the law I 
thought was right, and I think the regulators were given the ability 
to try to get that balance right. 

Senator Crapo. Then would you at least agree that if the law is 
interpreted to mean otherwise — in other words, if the regulators — 
I understand the prudential regulators to be taking the position 
that they do not have that discretion. Would you agree that the 
regulators need to have the discretion to address this issue and 
provide an appropriately formed exemption? 

Mr. Geithner. I think I want to talk to them a little more care- 
fully about it and come back to you and follow up on it. But, again, 
I just want to say this: In general, we are trying to be very careful 
to make sure that we do not legislate — this is not your intention — 
that we do not legislate things that would weaken the overall pro- 
tections in the bill, and we think the law gave the regulators the 
ability to strike an appropriate balance in this context. 

Senator Crapo. And you are not saying there should be no ex- 
emption, appropriately defined, for end users? 

Mr. Geithner. No. What I am saying is I think they should im- 
plement the law as you intended it. 

Senator Crapo. Thank you. 

Chairman Johnson. Senator Tester. 

Senator Tester. Yes, thank you, Mr. Chairman. Secretary 
Geithner, welcome. 

In the Council’s report, one of the emerging threats that you 
identify in the fiscal policy outlook of the United States and the un- 
certainty posed by the impending fiscal cliff. Over the past year the 
cost of dysfunction here in Washington has caused volatility in the 
financial markets, frustration on Wall Street, and uncertainty in 
an already tenuous economic recovery. This week, the GAO re- 
leased a report showing that the Treasury Department was forced 
to spend $1.3 billion in additional borrowing costs associated with 
the actions taken to avoid the default last year. That was a self- 
inflicted wound which was completely irresponsible. That was peo- 
ple putting political agendas ahead of the country, and I do not like 
the situation that we found ourselves in. 

We do need a long-term plan to get our fiscal house in order. 
There is no doubt about that. But I also do not like having to tell 
folks that because folks in Washington could not get it together to 
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solve our country’s problem, it cost us over a billion bucks. That 
happened because some were willing to see the Federal Govern- 
ment default on its debt. As a result our credit rating was down- 
graded by Standard & Poor’s. There is a real cost associated with 
our lack of action on this important issue. Our debt and the costs 
associated with it increased by billions every day, and Washington 
does not act. 

Just this week, we had a made-in-Washington fight encouraged 
by interest groups over competing tax plans that we know have lit- 
tle chance of being signed into law. And instead of working to ad- 
dress the debt, we are no closer to resolving our problems. We can 
spend the next few weeks pointing fingers and blaming each other, 
but if we continue to play political games, nothing is ever going to 
get done. We have to get a lot more urgent about this issue. 

The bottom line is we do need a bipartisan, balanced deficit re- 
duction plan that is broad in scope and large enough to address the 
magnitude of the problem. It is going to have to cut spending. It 
is going to have to include revenue. And I think we all know that 
there is only one bipartisan plan that has achieved this broad scale 
and scope necessary to begin to tackle the challenges before us. 
That plan was developed by the President’s Commission on Fiscal 
Responsibility and Reform, a Commission that the Administration 
did not initially support. And when we tried to create that Commis- 
sion through legislation, seven Senators who had previously sup- 
ported that idea turned around and opposed it. 

Now, I do not support everything in the Commission’s plan, but 
it is a real starting point. It is a real plan. The Commission’s ef- 
forts are now in their third iteration with input and compromise 
from a number of Members from this Committee and renewed sup- 
port by a number of CEOs. I am concerned that the President has 
given only lukewarm support to these efforts so far, and that came 
after the Gang of Six introduced a plan last July and it was evident 
that there was wide spread support for it. 

Given the experiences of the past few years, do you regret that 
the Administration did not engage earlier on this issue and get be- 
hind the framework presented by the Fiscal Commission? 

Mr. Geithner. Senator, I completely agree with you that this 
problem of the unsustainable long-term deficits we face is a very 
serious economic problem, and it is not something we can avoid 
and defer. And I completely agree that the solution to this is going 
to lie in the broad frame of what Bowles-Simpson laid out in the 
sense that it is going to require a substantial amount of carefully 
designed deficit reduction with a balance of revenues through tax 
reform tied to significant changes to help reduce the rate of growth 
of costs in health care and other parts of spending. That is where 
this began. That is where it is going to end. And even if you and 
others have some disagreements with the precise composition of 
that, or the design, we have been very, very supportive of that 
basic strategy. 

As you know, the President of the United States in April of 2011 
and September of 2011 and the budget in 2012 they released in 
February laid out a detailed set of recommendations, both on the 
tax reform side but also on the spending side, that would meet that 
basic test of restoring our deficits to a sustainable level. And I 



17 


think it is very important to keep reminding people that we face 
these two critical challenges. One is we have an economy that is 
not growing fast enough, and we need to make sure that we are 
doing everything we can to make growth faster so we are healing 
the remaining damage caused by the crisis. But we also have to get 
Congress to come together on a bipartisan basis and agree on a set 
of reforms to start to restore sustainability, and you have got to do 
those carefully so they do not hurt growth. They have to be de- 
signed carefully. We have got to make sure they are going to make 
us more competitive over the long run, things for education, for in- 
frastructure, for private investment that make sense. But abso- 
lutely we need to get the country to come together around a set of 
these reforms, and we have to demonstrate we can make some 
tough choices in this area. 

You expressed concern about the actions the Senate took on the 
tax side yesterday, but I just want to speak in favor of what hap- 
pened, because what the Senate did was to extend tax rates for 98 
percent of Americans but also demonstrate they are prepared to do 
the fiscally responsible and the fair thing by allowing those tax 
rates for the top 2 percent to expire. And I think that was a good 
example of what you can do that is good for the economy for cer- 
tainty, but also demonstrating that this town can make some tough 
choices to start to restore sustainability. 

Senator Tester. My concern was more with the fact that if it 
ever comes to fruition, I am not sure it will. I just want to ask one 
more thing, and my time has run out. I think the country is ready 
for a long-term, well-thought-out plan to take care of our deficit 
and debt in the long term. I think the country is far ahead of 
Washington, DC, on that. The question that I have — and Congress 
has its own faults. I talked about it in my opening. The question 
I have is: What have you learned, what are you going to rec- 
ommend to the President when the time is right to push forth a 
real plan to get our deficit under control? 

Mr. Geithner. Well, I have been a long and consistent supporter 
of action on a balanced framework of tax reforms that raise rev- 
enue tied to long-term reforms across Government on the spending 
side that are designed not just to protect the safety net but make 
it more sustainable over time, but also preserve the ability for us 
to invest in things that matter for growth. I am a longstanding 
supporter of that. I will continue to be. And that is just driven by 
a basic recognition that if we are going to do more for growth to 
make the economy stronger, we also have to deal with these long- 
term fiscal needs. 

We cannot just do the long-term fiscal stuff, though. If we do 
that alone and do not address this broad range of major challenges 
that middle-class America still faces, the erosion of competitiveness 
we face, then we will leave the country worse off as well. So we 
have to do both those two things. 

Senator Tester. OK. Well, thank you very much. 

Thank you, Mr. Chairman. 

Chairman Johnson. Senator Corker. 

Senator Corker. Thank you, Mr. Chairman, and thank you, Mr. 
Secretary, for being here. 
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I want to talk to you mostly about the things FSOC has the abil- 
ity to look at, and I know that in Title II, as we wrote the bill, 
there were lots of words like “liquidate” throughout it. And as the 
FDIC has come forth with their proposal, what really is hap- 
pening — and I think you know this — is that in these large, highly 
complex institutions, they found out that they were so intertwined 
that the best way to deal with them was to let the entity continue 
to operate but to take the stockholders out and some of the credi- 
tors at the holding company level, but continue to allow the institu- 
tion to operate, which is very different than liquidation. And for 
people who are concerned about consolidation of banking, on the 
one hand that solves that problem, but it does not deal with really, 
you know, said over and over and over, we want to put these banks 
out of business. We have heard some of the leaders in the industry 
say that. 

The FDIC mechanism really does not do that. I mean, it is a 
process where they in essence operate these entities for up to 5 
years and then re-IPO them. I mean, in essence, everything stays 
the same. I know the stockholders obviously, though, are crushed, 
thankfully, and the leadership is gone, and those are all good 
things if the institution fails. 

But I am just wondering — I mean, I think I have accurately dis- 
cussed how that is going to be, and we spent a lot of time with 
them. I am just wondering if you feel comfortable about that, or 
would we be better off, if there is systemic risk, for the FDIC to 
step in potentially during the immediate phase but then move it 
on to an orderly bankruptcy at that time, because, again, that is 
what happens in a bankruptcy, the entity continues to operate. But 
you would really move away from any kind of potential — I am not 
saying this would happen — potential crony capitalism where cer- 
tain creditors were dealt with differently because they knew the 
right people. 

Mr. Geithner. Senator, I understand your concerns, but I do not 
share them in this case, and let me explain. I think what the FDIC 
designed is designed to do exactly what you said the objective 
should be, which is to come in, if necessary, and dismember the in- 
stitution, put it out of its misery, sell whatever is remaining via- 
ble — that is viable remaining back into the market 

Senator Corker. That is not what they are doing. 

Mr. Geithner. I believe that is exactly what they are doing. 
Now, you are 

Senator Corker. No, they are just doing it at the holding com- 
pany level. 

Mr. Geithner. No, I think that is a slight misimpression, but, 
again, I understand your concerns about this. What they are trying 
to do is to make sure they have a practical way to do the practical 
equivalent of bankruptcy for a large, complex financial institution. 
And what Congress did, which is very important, is to deprive 
them and the Fed and the other relevant agencies of the ability to 
protect them from their mistakes and to leave them to survive to 
fight another day. 

You deprived them of that ability, which you should have done. 
And I know Ranking Member Shelby’s longstanding concern about 
this, and you said in your opening remarks you have the same 
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basic concern. And I do not think it sounds right for these reasons. 
Again, what the bill does is force the largest, most complicated in- 
stitutions to hold more capital against risk than would a normal 
commercial bank, a small regional bank, a community bank. And 
it means that if they end up making mistakes that put them in 
jeopardy, the Government can do nothing but step in and dis- 
member them safely at no risk to the taxpayer. 

Now, your concern, I understand your concern, but I do not think 
it is justified by their strategy. 

Senator Corker. What I would like to do, because I do not want 
to spend the whole 5 minutes on this, but I do not think the word 
“dismember” is appropriate, and I would love to — we do not nec- 
essarily have to talk to you. 

Mr. Geithner. That is not really a technical term. I just 
meant 

Senator Corker. Well, “dismember” means — and I think what 
the FDIC has found is that these organizations are so intertwined, 
they are not like stovepipes that you can just move off to the side. 

Mr. Geithner. That is absolutely 

Senator Corker. That because of that they are not dis- 
membering them. They are going to allow them to operate up to 
5 years and then re-IPO them. And so that is a different concept. 
And, by the way, I see some of the benefits of not creating con- 
centration, because another large institution might have to take 
those pieces. I understand the problem. But I do not think that is 
exactly what Congress intended, and I just think that if it is going 
to be laid out the way that it is, one of the things we might think 
about is a real bankruptcy taking place, because, in essence, the in- 
stitution continues to operate under background. 

Let me just move on to one other point. This took longer than 
I thought. The money market funds. I think you all believe that 
they create systemic risk as they are currently set up, the FSOC. 
Is that true or false? There could be systemic risk 

Mr. Geithner. Well, I believe that although they are in the 
stronger position and smaller in size because of the reforms that 
were taken by the SEC, I still think — I still believe, as does the 
SEC and the Fed, that they are still vulnerable to runs that could 
not just disadvantage the investors but could hurt the system as 
a whole. 

Senator Corker. So the SEC obviously — and, by the way, con- 
trary to some of the folks on my side of the aisle, I do not under- 
stand why we are protecting them exactly the way that we are 
right now, and I think the SEC maybe has not come up with the 
right solution. But I am wondering if you happen to know what 
that right solution might be. It seems to me we still have not quite 
come to the right conclusion on the money markets. And if the SEC 
does not take action, I think the FSOC can. And I am just won- 
dering what your thoughts might be in that regard. 

Mr. Geithner. Well, I think it is important that the SEC propose 
a range of options for how to go forward on this so that the market 
can assess those and comment on them, and the SEC and others 
can reflect on what that means for trying to get this balance right. 
I think the SEC has to go further than they have gone. There are 
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a range of options people are considering, as you know. One option 
is to go to a full floating NAV. One option is 

Senator Corker. And that would take a tax change to make that 
work, right, a Tax Code change. 

Mr. Geithner. That would take a range of things. One option is 
to have a mix of investment restrictions, liquidity requirements 
and capital requirements to protect against this risk. And another 
option is to have a mix of those things and some type of hold-back 
provision. And it is a very complicated question in that context. 
And my own judgment is the SEC needs to go further — they can 
go further, and we should get on with the business of letting them 
expose to the world and to the market a set of options that the 
world can comment on and help refine. 

Senator Corker. And I agree, it should be more market based 
than what it is, and I think a de minimis floating NAV should not 
create tax consequences, and that might be a way of solving it. 

If I could just ask one more question, a lot of the community 
banks are in here lobbying us about the transaction account guar- 
antee. I think it expires at year end. I am reticent to want to con- 
tinue things like that. I mean, if you look at a transaction accounts, 
there is almost — it does not take much activity to have a trans- 
action account, and so if you have got excess reserve with money 
markets paying almost nothing and you can move into a trans- 
action account that is fully guaranteed — as a matter of fact, I think 
there has already been tremendous flight into transaction accounts 
for this reason, because it is fully insured. I would just love to have 
your thoughts as we consider this at year end. I mean, should we 
continue to extend full guarantees on transaction accounts — full 
guarantees? Or should we end Government involvement in that 
way? 

Mr. Geithner. Very good question, and the relevant parts of the 
FSOC are thinking through that question now. Our judgment so 
far has been that it is not necessary to extend it. That has been 
the judgment of the relevant authorities so far. But I know this is 
an issue and a concern to many people, and we are going to look 
at those concerns carefully. I am happy to talk to you about it. 

Senator Corker. You are good. 

Chairman Johnson. Senator Merkley. 

Senator Merkley. Thank you, Mr. Chair, and thank you, Mr. 
Secretary. 

A section of your report addresses housing finance reforms as an 
issue to be concerned about, and you note that differing State 
standards on foreclosure practices, the lack of national service 
standards, the lack of agreed standards for mortgage underwriting, 
all of these are relevant to restoring a market for private capital 
in financing. But I wanted to focus on a different piece of that puz- 
zle, and that is, we have about 4 million families who are under- 
water who do not have Fannie and Freddie loans, and they are es- 
sentially locked into high interest loans with no chance of refi- 
nancing. And I consider this a systemic risk from my perspective 
because those families become high risk for foreclosures, fore- 
closures drive down the price of the market, and the high amount 
of money they are paying every month compared to what they 
would pay under a lower interest means that they do not have 
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extra spending money, if you will, that would strengthen other 
parts of the economy. 

So all of those are interconnected, and so that is a piece the 
President identified in his State of the Union and certainly I have 
been immersed in, and I would like to ask if you share concern 
about those 4 million families with no refinancing options, and if 
we can kind of get an effort, as much support as you can possibly 
give to help us address that piece of the puzzle. 

Mr. Geithner. We share your view completely. As you know, the 
President has been very supportive of legislation in that context. 
Your own leadership in this stuff we fully support. We like the way 
you designed it. I think it would be — it is good economic policy, 
good for the country for that to become law just for the reason you 
said. It is not just a fairness question, but it would help reduce the 
remaining pressures that housing is putting on the economy as a 
whole. There is a very good economic case for doing it. You could 
do it in ways that do not leave the taxpayer exposed to any mean- 
ingful risk in that context. So we would be very supportive of 
progress in that area. 

Senator Merkley. Thank you. Well, and I would encourage you 
to help in any way you can with launching pilots. I realize there 
are questions that have to be resolved legally about whether a pro- 
gram is a modification of an existing program, but we have a num- 
ber of these funds out there congressionally approved that are 
being underutilized, and if one refinancing program is a modifica- 
tion of another, it seems like launching a few pilots in the balance 
of this year would really help pave the path for us to build some 
momentum. 

Mr. Geithner. Well, I think the policy is very good. It is very 
well designed. We would like to work with you on it. And the ques- 
tion is whether we can find legal authority and resources to test 
on a pilot basis. 

Senator Merkley. Great. Thank you. 

I wanted to turn to another issue that I thought carried some 
systemic risk. There was an article in the Financial Times just 
about a week and a half ago about banks’ stepping up their oil 
trade role, and what the article basically says is that several of the 
largest banks have got into close relationships with refineries in 
order to have contracts to provide the crude to the refinery, to buy 
the refined products after they are refined. And this is essentially 
because under the draft rules, spot commodities are exempted from 
proprietary trading restrictions, and banks are also pressing for 
forward commodity contracts to be exempted as well. 

My question is, you know, 3 years from now are we going to have 
a situation where, because one entity is both affecting the supply 
of oil and trading over the contracts related that are affected by the 
price of oil, essentially a conflict of interest that is going to be an 
Enron-style issue? 

Mr. Geithner. Good question. So I think you need to think about 
this in two different ways. First, it is very important that we have 
in place safeguards that limit the risk. Banks take risks in these 
areas that could threaten the ability of the firm or the markets 
more generally. That is about making sure they hold capital 
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against the risks they hold, we limit the risks they hold. And provi- 
sions like the Volcker Rule are part of that important objective. 

But in addition to that, you need to make sure that the market 
regulators have the authority that they need to make sure that 
they can police and deter manipulation, and one of the things that 
is very important — the most important consequences of the fact 
that the SEC and the CFTC have now adopted the definitions they 
adopted earlier this month on swaps is that that will unlock now 
a range of additional authorities they have to police abuse and ma- 
nipulation. 

Both those two things are important to address the risks they 
pointed out, and we are going to be very focused on making sure 
we are not just limiting the risk they take too much risk in those 
areas but that the market is not vulnerable to manipulation and 
abuse. 

Senator Merkley. Well, thank you very much, Mr. Secretary. 

Thank you, Mr. Chair. 

Mr. Geithner. Senator Vitter. 

Senator Vitter. Thank you, Mr. Chairman, and thank you, Mr. 
Secretary. 

I also wanted to ask some things about this very concerning 
LIBOR issue. As we sit here today, do we know whether Citibank, 
Bank of America, and JPMorgan, which participate in the LIBOR 
process like Barclays, did or did not similarly manipulate LIBOR? 

Mr. Geithner. We do not know that, but I think that is a ques- 
tion you need to refer to the enforcement agencies, and I suspect 
you are going to find that because this is still a confidential inves- 
tigation, they will not be in a position to answer that question until 
the remaining investigation is brought to its natural conclusion. So 
I do not 

Senator Vitter. So we do not know that as we sit here today? 

Mr. Geithner. Well, I can only tell you what I know, and I do 
not know that. I do not know what they know. And the reason I 
do not is because, as you would expect, they have very careful pro- 
tections around their investigations to preserve confidentiality. 

Senator Vitter. When did you first know about this LIBOR issue 
and manipulation? 

Mr. Geithner. Well, as I said, in roughly the spring of 2008. 

Senator Vitter. So spring of 2008. 

Mr. Geithner. Right. 

Senator Vitter. So we are now over 4 years later, and we have 
not answered that question. Doesn’t that 

Mr. Geithner. No, I do not think that is quite right in the sense 
that — you know, again, what we did at a very early stage in this 
process is bring this to the attention at the highest levels of the 
relevant agencies with authority to prevent manipulation and 
abuse and push 

Senator Vitter. You brought it to the highest levels, but we have 
not gotten to the bottom of it 4Vz years later? 

Mr. Geithner. Well, no, I do not 

Senator Vitter. Doesn’t that unequivocally suggest somebody 
dropped the ball? 

Mr. Geithner. Well, I do not think you should look at it this 
way, but the CFTC at that same time started this investigation, ul- 
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timately involved the SEC and the Justice Department in it, and 
it is true it took 4 years for them to find the evidence they dis- 
closed in the settlement. I do not know that that is surprising if 
you look at what is typical in financial cases like this. Again, if you 
look at a cross-history of these things, these things take a lot of 
time. You have to do them very carefully. But they were 

Senator VlTTER. Do you think it is reasons to take 4'/2 years and 
we do not know as we sit here today whether Citi, Bank of Amer- 
ica, or JPMorgan were involved in this activity? 

Mr. Geithner. I think that you have to address that to them, 
but I think that, again, what they did — and to their credit, they 
started very early, like we did, in trying to make sure that they 
were examining carefully what there was any not just risk of this 
behavior but it was actually happening in that context. And they 
deserve enormous credit for doing that. 

Senator Vitter. As the prudential regulator through the New 
York Fed of these three institutions, did you and the New York Fed 
look into the issue directly? 

Mr. Geithner. I believe that we did the necessary and appro- 
priate things, as I said, in bringing this to the attention not just 
to the Fed and the SEC and the CFTC, which was a very impor- 
tant thing to do at that early time, but also to the attention of the 
British. And, remember, these concerns 

Senator Vitter. Can I just follow up on the question? You do not 
think this issue with regard to those three institutions potentially 
impacted their safety and soundness? 

Mr. Geithner. I thought this was 

Senator Vitter. The New York Fed was the primary regulator 
of that. 

Mr. Geithner. I thought this was a very important issue not just 
for our financial system but for the global financial system, which 
is why we did what we did. And, again, I think that 

Senator Vitter. Do you think it directly potentially went to the 
safety and soundness of those three institutions? 

Mr. Geithner. I do not know, but I am not sure that I needed 
to know that because I thought the concerns themselves were suffi- 
ciently troubling to justify a very substantial response. 

Senator Vitter. Given what we all now agree is very troubling 
information about LIBOR, why was it allowed to be essentially the 
repayment metric for TARP? 

Mr. Geithner. Well, what you are referring to, I believe, is that 
in a series of specific programs that the Fed and the Treasury un- 
dertook in the financial crisis, we, like many investors, used 
LIBOR as a reference rate. In many ways, we were in the position 
of investors around the world, which is we had to make use of the 
best available index at that time. 

Now, you are raising the concern of were we disadvantaged by 
that. We do not know whether we were or not, but we are looking 
very carefully at that question, and we will obviously be in a posi- 
tion to brief you on that once we have looked at it carefully enough. 

Senator Vitter. When LIBOR was used in those contracts, you 
and others had knowledge of the fundamental systemic concerns 
about its validity, right? So why was it used in those contracts? 
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Surely there were some other alternatives, and surely the Federal 
Government was calling the shots about the repayment metric. 

Mr. Geithner. Well, no, you are right. We, the Fed and the 
Treasury, at that point needed to choose what rate to reference, 
and we made a judgment at that time what was the best rate at 
that time. And it is true that in that same broad timeframe, we 
knew this rate was vulnerable to the type of practice we faced. But 
what we do not know is whether we were disadvantaged by that 
choice. 

Again, it is not clear at this stage — although this is really a ques- 
tion you should talk to the SEC and the CFTC about, we do not 
know at this point what impact that behavior had the rate up or 
down for investors and borrowers. As one of your colleagues said 
earlier, it is possible that people who borrowed money were advan- 
taged by this. It is possible people who borrowed money were dis- 
advantaged. But we do not really know the extent that happened. 

Senator VlTTER. It is certainly easy to imagine — let me put it 
this way — that mega banks that borrowed money were advantaged 
by manipulation of LIBOR that artificially pushed it down, correct? 

Mr. Geithner. It is possible, but, again, if 

Senator Vitter. And if that happened, the taxpayer was dis- 
advantaged. 

Mr. Geithner. But I think if you read carefully the SEC settle- 
ment documents, you will find that the attempted behavior went in 
both directions. So what you do not now know is what impact that 
had on the rate itself or the direction of the impact. But, again, 
that is a very important issue, and it is an issue which those agen- 
cies and the other agencies that are part of the Council are going 
to examine very carefully. And, of course, it is going to be a matter 
of litigation as well. 

Senator Vitter. But you knew when using LIBOR that it was 
manipulated so there was that potential, so why did we use it? 

Mr. Geithner. No, that is not quite accurate, what you said. 
What we knew is that the way the rate was designed, as I said — 
and this was fully in the public domain — that the rate was de- 
signed where banks, mostly foreign banks, presented estimates of 
what they might pay to borrow across these different currencies. 
And, therefore, as you might expect, any rate that is an average 
of estimates, there is some risk in that context. And it was just 
that risk that caused us to push for broader reforms and make sure 
we briefed the enforcement agencies. But 

Senator Vitter. But beyond that, you knew of reports of manipu- 
lation. 

Mr. Geithner. No. We knew of reports of underreporting in that 
context, misreporting in that context, but, again, what we did, in 
terms of choosing a reference rate, which is we do what investors 
around the world did, which is we had to make a choice among al- 
ternatives, and that was the best alternative available at the time. 
And I cannot say now with confidence that that choice in any way 
disadvantaged the American taxpayer. I think it is quite unlikely, 
but we are going to take a careful look at that. 

Senator Vitter. Well, again, let me just wrap up because I am 
over time. It seems to me that Treasury and the Fed and the New 
York Fed knew of basic problems with LIBOR, knew of charges of 
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manipulation that underreported and pushed down the rate, and 
then the Treasury adopts that very metric for TARP repayment. 

Now, it is very clear that that raises the huge potential of 
advantaging those mega banks and disadvantaging the taxpayer. 

Chairman Johnson. Senator Menendez. 

Senator VlTTER. Thank you, Mr. Chair. 

Senator Menendez. Thank you, Mr. Chairman. Mr. Secretary, 
thank you for your service and your testimony. 

You know, I was reading, as someone who wrote a letter to you 
on this issue on LIBOR, that documents that were released by the 
Fed banks show that as early as August 2007 Barclays told Fed an- 
alysts about possible problems. And you testified earlier that some 
time in early 2008 you made not only recommendations to the 
Bank of England but you informed — and correct me if I am 
wrong — the Securities and Exchange Commission, the Commodity 
Futures Trading Commission, and the Fed under Federal Reserve 
that had the control here. Those are all 2008. Now, let me just see 
my history. In 2008, who was the President of the United States? 

Mr. Geithner. Well, you know the answer to that question, Sen- 
ator. President Bush was President. 

Senator Menendez. Right. And who were the appointees in those 
respective agencies made by? 

Mr. Geithner. By the President of the United States and con- 
firmed by the Senate. 

Senator Menendez. OK. So we start off with a reality that this 
was known to entities going back into the Bush administration, 
and when you became aware of it, you raised it to all of those ap- 
propriate entities that had the wherewithal to conduct investiga- 
tory abilities to pursue. Is that a fair statement? 

Mr. Geithner. That is absolutely a fair statement. 

Senator Menendez. All right. So with that in mind, so that we 
cast this in the appropriate context, it still is challenging and trou- 
bling because, obviously, the reason that Barclays enters into a 
consent agreement is they did something wrong. And when they 
did something wrong, there is a manipulation of some sort. 

Now, depending upon that moment that you borrowed, as has 
been said, you might have actually benefited, or you might have ac- 
tually been caused harm. And considering how many mortgages 
and other commercial instruments are indexed to LIBOR, that is 
a real concern. 

My question is: As we move forward here, has the Treasury or 
the Fed considered issuing our own American LIBOR or using 
banks’ data when calculating a number? Is that feasible? And how 
do we prevent this from happening again? Because one of my frus- 
trations is that we can in the Congress pass and have the Presi- 
dent sign laws that define what is acceptable and unacceptable 
practices. But we cannot seem to get the culture in financial insti- 
tutions — many, not all, but in many financial institutions — to ac- 
cept that. 

So, one, can we have an equivalent of an American LIBOR or 
other index that would be more transparent, less subject to any 
manipulation? And how do we get the culture here to turn around? 

Mr. Geithner. Let me start with the latter question. You need 
tough rules, tough safeguards, enforced by people who have the re- 
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sources to enforce them. There is no alternative to that. You cannot 
regulate for ethics. You cannot regulate for culture. You have to as- 
sume these institutions are going to have incentives to do the 
wrong things sometimes, take risks they understand or do not un- 
derstand. That is inherent in finance. The job of Washington and 
Government is to make sure there are tough rules in place that can 
be enforced, and that requires resources, not just authority. 

Now, we are looking very carefully at not just what reforms 
make sense to how LIBOR is determined, but what alternatives 
might be better for the system of LIBOR going forward. And we are 
going to so that very carefully and involve all the relevant people, 
and we will brief this Committee and the Congress as we go 
through that process. 

As you are pointing out, it is an interesting thing that an inter- 
est rate that affects the price at which Americans might borrow in 
dollars was set in London by a group of foreign banks, largely by 
a group of foreign banks who needed to be able to borrow dollars 
occasionally under a process overseen by the British Bankers’ Asso- 
ciation. It is a strange thing. And so it is right to think about what 
is a better alternative to that now, and that is one of the things 
we are very focused on. 

Senator Menendez. Well, I think the question is very ripe to 
think about what is an appropriate alternative here, and I appre- 
ciate your answer to my question of culture. But let me just say 
that if we have the rules, the regulations, the laws, and even if we 
give — which I support — the regulators the resources to pursue this, 
what we need is vigorous sanctions at the end of the day so that 
people get the message this is not simply the cost of doing busi- 
ness. 

Mr. Geithner. I agree. That is what enforcement means. 

Senator Menendez. And I have a challenge here with many of 
my colleagues who actually want to retract from those vigorous 
sanctions and the essence of the process that would bring those to 
a determination when someone should be sanctioned, because oth- 
erwise we are not going to change the culture, and the American 
people are ultimately going to be subject to the risk of those who 
make decisions that ultimately create collective risk. And that is a 
huge problem. 

Finally, I would like to ask you, can you tell us at a time that 
your testimony talks about the European debt crisis remaining a 
looming challenge for the United States, with the possibility of de- 
faults in certain countries, what have we done to know the full ex- 
posure of U.S. banks and other institutions to the debt of European 
countries, and if they were to materialize at this point in time, 
what are we doing to limit the effects on Americans in that con- 
text? 

Mr. Geithner. A very good question. The Federal Reserve has 
throughout the past 3 years not just carefully looked at how best 
to measure the potential exposure — actual and potential exposure 
of U.S. banks and other financial institutions to those parts of Eu- 
rope, but as I said in my opening testimony, we force banks to hold 
much, much more capital against the risks than they held before 
the crisis, $400 billion more capital than they held before the crisis. 
And banks have moved very aggressively to significantly reduce 
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and limit their exposure to the risks you pointed out. That has hap- 
pened in money market funds, too, by the way, which is important 
in this context. 

Now, it is important to recognize, though, that Europe is a very 
large part of the global economy, and the strongest economies in 
Europe still are very big and very consequential. So a prolonged se- 
rious financial crisis in Europe that goes well beyond a long reces- 
sion would still have significant implications for our economy be- 
cause, you know, export growth would be weaker, financial condi- 
tions would be tighter here, and that would add to the pressure we 
are facing on the U.S. economy. 

But U.S. institutions have much less exposure, they hold much 
more capital against the risk in that exposure, and that is a good 
thing for us. 

Senator Menendez. Thank you. 

Chairman Johnson. Senator Toomey. 

Senator Toomey. Thank you, Mr. Chairman. Mr. Secretary, 
thanks for being with us. 

Just briefly, I want to follow up on the discussion that we had 
in the anteroom earlier about the money market funds. I just want 
to strongly urge you to reconsider the position that the SEC needs 
to adopt a new round of regulations now, for several reasons. 

First, I am not aware — we certainly have not seen the evidence — 
that the new wave of regulations that was already imposed in 2010 
is somehow inadequate, and we have seen that this industry is now 
on a stronger footing and got through some very difficult times last 
summer without a single hitch, suggesting, in fact, that they are 
in pretty good shape. 

The second point I would make is this notion that I see repeated 
often that they are somehow very susceptible to runs is quite ironic 
to me given that over the 40-year history of hundreds and hun- 
dreds of funds through all kinds of extraordinary historical mo- 
ments, there have not been runs. 

So to suggest that we need this new wave of regulations, some 
of the proposals of which I am concerned would destroy the prod- 
uct — I mean, the capital requirement I do not think achieves its 
stated objective. I think it is unaffordable. Withholding require- 
ments I think badly damaged the product. So I would like to just 
urge you to reconsider this. I think this is the wrong way to go. 

The question I would like to get to, if I could, is on LIBOR. First 
of all, there has been some suggestion that some of the British reg- 
ulators may have known and, in fact, may have condoned or even 
encouraged some misreporting during the financial crisis for fear 
that otherwise a perception of risk at these banks might cause 
problems. So I think I know the answer, but just for the record, did 
you or any of the regulators that you are aware of ever actually 
condone or encourage misreporting of LIBOR? 

Mr. Geithner. Absolutely not. 

Senator Toomey. OK. That is what I thought. 

Here is what I do not understand, and that is, how you were 
aware of this in early 2008, and for the last 4 years you never used 
the bully pulpit that you had to, A, warn the American people — 
all right? So there are literally hundreds of municipalities across 
Pennsylvania that were engaging in interest rate swaps where they 
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were paying a fixed rate typically and receiving LIBOR payments, 
and we know and you knew that those LIBOR payments may not 
be the correct payments, in fact, might very well be less than what 
they ought to be getting. These municipalities did not know that, 
and they should have. 

The second thing — and then I will let you answer. But the second 
thing is: Why did you not use the enormous influence that you 
have had, both at the Fed and at Treasury, to persuade the finan- 
cial institutions to adopt a different mechanism that would not be 
subject to this kind of manipulation when there are other alter- 
natives available? 

Mr. Geithner. On your first question, again, I did what I 
thought was the most effective way to get to the heart of this. In 
general, you are right, there are some problems that you can ad- 
dress by talking about them, but generally, I am of the view that 
it is better to act on these things, and that is what we tried to do. 

Now, these concerns that you refer to, as you know, were in the 
public domain at that time. The Wall Street Journal, among others, 
did a very good job of reporting these concerns. And the vulner- 
ability that we were worried about was there for people to see. 

Now, in this period between that time, the spring of 2008, when 
we acted, and when the CFTC announced the settlement earlier 
this month, they were involved, to their credit, in a far-reaching, 
complicated, difficult investigation which ultimately uncovered the 
damage that you referred to. And, again, they ultimately involved 
the SEC and Justice in that context, fully appropriate I am sure 
in this context, and that process took some time. 

But in the interim, the British did do some things to try to re- 
form the way the rate was structured. I do not think those reforms 
went far enough. But our system has to work this way, which is 
you have to combine reforms to the underlying problem, which we 
set in motion, with enforcement action, with consequences. And 
that is exactly what happened in this context. 

Senator Toomey. I am not at all suggesting that we should not 
have had enforcement. 

Mr. Geithner. Right. 

Senator Toomey. I think we should have, absolutely. My concern 
is that knowing that this rate did not have integrity, you neverthe- 
less stood by while thousands of transactions were being executed, 
you know, interest rate swaps, loans, all kinds of agreements, and 
it seems to me you could have used the enormous persuasive power 
that the Secretary of the Treasury has to encourage and, in fact, 
persuade the financial institutions to fix this or start using an al- 
ternative mechanism. 

Mr. Geithner. Well, that was exactly the objective of the actions 
I took at that early stage in the process. I do think it is important 
to recognize that the market began some time ago because the 
market was broadly aware of these concerns, both investors, bor- 
rowers, and lenders were aware of these concerns, has started to 
evolve toward other alternatives, and that is happening. And that 
was driven by the recognition that their interests might be better 
served. 

Again, I want to just caution, though, that it is important to take 
some time to carefully examine what was the impact of the behav- 
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ior on those rates. Again, I do not think we know with confidence 
now the direction of the impact or the magnitude of the impact, but 
that is a very important issue and critical to restoring trust and 
confidence in the system. And I think the relevant authorities are 
doing a careful job now of looking through that. 

Senator Toomey. And my time has expired. I will just close by 
saying I understand that we do not yet know exactly the direction 
or magnitude of the costs, but we know that this was a process 
that lacked integrity, and I would suggest that some of the trans- 
actions that were entered into, and subsequently resulted in sig- 
nificant losses, might never have been entered into in the first 
place had the participants understood the lack of integrity in this 
rate-setting process. 

Mr. Geithner. Well, I think that is one reason why it was so im- 
portant that we did what we did, which is to try to set in motion 
reforms — not just reforms to the process, but make sure that the 
authorities responsible for abuse and manipulation had the ability 
to act on those concerns. 

Chairman Johnson. Senator Bennet. 

Senator Bennet. Thank you, Mr. Chairman, and thank you, Mr. 
Secretary, for your testimony. 

Just on the LIBOR point, when the Chairman of the Fed was 
here the other day, he talked about the possibility of moving to- 
ward a more market-based alternative to LIBOR, and you had 
mentioned to Senator Menendez maybe we should be thinking 
about that. What would those alternatives look like? And I think 
the point he was making was that rather than having a rate that 
is sort of voluntarily reported by a small set of banks, security 
might actually find yourself in a place where you could have rates 
that were stress-tested by the market so that we could really have 
confidence in what we were getting. Could you tell us a little more? 

Mr. Geithner. You are absolutely right, and I think one of the 
dominant questions before the Council and the people looking at 
this question is exactly what would be a better alternative and 
what transaction-based rate would better serve the broader inter- 
ests of the market. 

There are other parts of the financial markets where they rely 
on survey-based estimates, and they do that for very practical rea- 
sons. And doing that does not necessarily make it vulnerable to the 
types of incentives to misreport that you saw in this case. But you 
have to design the safeguards around that very, very carefully so 
it is not vulnerable to that. But, of course, we will look at all those 
options, and we will be happy to brief this Committee as the think- 
ing evolves on that. 

Senator Bennet. I think we would like to hear about that. I 
think there are probably some situations where the market is lag- 
ging or transactions are not actually happening, and you can see 
why in that circumstance you might not have a market rate that 
would work. But it would seem that there ought to be one that 
could replace LIBOR. That would be very interesting to me. 

Robert Samuelson had a piece in the Washington Post this week 
called “The $12 Trillion Misunderstanding”, and in this piece he ac- 
counts for how we got from a projected budget surplus of $5.6 tril- 
lion that was made in 2001 to where we are, which is $6.1 tril- 
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lion — an $11.7 trillion swing, he says. And he goes through and he 
says this is how we got here: The biggest cause of it was the reces- 
sion itself, which was about 27 percent. If you add up the recession 
and the tax cuts from the early 2000s, you are at 40 percent. If you 
add up the Iraq and Afghanistan war, you are at 10 percent. That 
is 50 percent of where we are. Increases in defense spending, 5 per- 
cent; the Obama stimulus, 6 percent; and so on and so forth until 
he gets to 100 percent. And his conclusion is: “So, most theories 
(often partisan) of the $11.7 trillion shift turn out to be wrong, ex- 
aggerated or misleading. There were lots of causes; no single cause 
dominates.” 

And I think I would like to enter that article in the record, Mr. 
Chairman, with your permission. 

Chairman Johnson. Without objection. 

Senator Bennet. I think he very clearly lays out the comprehen- 
sive nature of how we created this problem and the reason why we 
are going to need, as you have testified, a comprehensive solution 
to get out of this problem. 

So as we think about coming to the end of the year here, it seems 
to me maybe there are four alternatives to what we face. 

We could go over the cliff — and when I say we are going over the 
cliff, it is not the U.S. Congress. We are driving the American peo- 
ple over the cliff if we do not do something. That is one option, so 
we could let the sequester go into effect, the tax cuts expire. 

We could do as we have done for a long time and continue to kick 
the can down the road and just say, well, we did not really mean 
it. When we put this tough sequester in place, we did not really 
mean it, so we are going to turn around and just lift it or extend 
the tax cuts. 

We could solve the problem in a comprehensive way during the 
lame-duck session. 

Or we could put some process in place to try to get us to a solu- 
tion in the new year. 

I wonder if you could talk a little bit about, first of all, are those 
the only alternatives? Maybe there is something I have not thought 
about. And, second, how the financial markets would respond to 
those, or maybe what would be the most reassuring thing we could 
do for the American people at the end of the day not to repeat the 
travesty of the debt ceiling discussion last summer. 

Mr. Geithner. Well, I agree that if Congress were to choose to 
try to defer everything — tax cuts, tax expiry, and sequester — and 
do nothing about the long-term fiscal position and nothing to help 
growth in the short term, that would be very damaging to the in- 
terests of the country. And I think to say that as a Nation we have 
no capacity to come together on a set of reforms to address these 
problems and have to go, as you used the phrase, off the cliff seems 
deeply irresponsible. 

So I think the solution to this problem has to lie in — and there 
has been a lot of foundation laying by you and others and your col- 
leagues in this direction over the last year in particular. The solu- 
tion has to lie in replacing those expiring tax cuts for middle-class 
Americans and the sequester with a balanced mix of reforms that 
will raise a modest amount of revenue and lock in some carefully 
designed savings to make our commitments to seniors more afford- 
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able over time and still preserve some room to invest in things nec- 
essary for us to grow. 

That is the way this has to be resolved, and if were to do that 
as a country, that would be good for confidence and good for the 
economy, good for certainty, and it would demonstrate again what 
the world has always believed about this country, which is ulti- 
mately we come together and do the necessary thing. We do not 
wait until it is too late. 

Senator Bennet. I think — and, Mr. Chairman, I apologize, be- 
cause I know that my light is red, but I have been here for the 
whole hearing, so I will just ask one follow-up question. 

[Laughter.] 

Senator Bennet. And I have learned so much, so it has been 
good. One follow-up question to that is — and I do not believe there 
is enough of this around this place, but at home, people do have 
a sense that we are all in this together, that we have to come to- 
gether and fix this together. And at least in Colorado they really 
are sick of the partisanship in this place on this topic. 

Could you give us, in that spirit, a sense of what the scale we 
would be asking ourselves to commit to versus what they have to 
do in Europe, for example, and what we would be asking our gen- 
eration to do to secure the future for the next generation, as a rel- 
ative matter, and what the people in these other countries are 
going to have to face? 

Mr. Geithner. Excellent question. Let me just try and do it very 
briefly. To get our deficits down to level where the debt stops grow- 
ing as a share of the economy, we need to do — on top of the trillion 
dollars of savings Congress enacted last, we have to agree on 
roughly $3 trillion, at least $3 trillion of additional savings. That 
seems like a lot to people, but it only about 2 percent of the na- 
tional output income this economy creates. It is roughly 2 percent 
of GDP. And that is a very manageable challenge for a country like 
us. And if you do it carefully, with sensible reforms on the tax side 
and carefully designed savings on the spending side, you can do it 
without causing any damage to the growth prospects of the U.S. 
economy and to the basic confidence and security retirees have or 
what people have for health care, even the basic safety net for low- 
income Americans. 

The challenges faced by every other major industrial economy in 
the world, from Japan to Europe, are vastly greater because their 
growth potential is weaker, their populations are much older, the 
size of their Governments are dramatically larger, the generosity of 
their commitments are much higher. So our challenges, although 
they feel daunting to us and cannot be deferred forever, are com- 
pletely within our capacity to act again without asking Americans 
or the business community or the retirees to accept an unaccept- 
able basic burden in that context. And that is why this should be 
within our capacity to solve. 

You know, we cannot control what Europe does. It has big effects 
on us, but they are not within our capacity to control. These things 
are completely within our capacity to control, and they are com- 
pletely within the ability of this body to come together and agree 
on some sensible reforms. 

Senator Bennet. Thank you, Mr. Chairman. 
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Chairman Johnson. Senator Wicker. 

Senator Wicker. Mr. Secretary, I sure appreciate Senator Ben- 
net being here the whole time. I can assure you I have been watch- 
ing on television, and I have learned a lot, too. I admire Senator 
Bennet for being here the whole time. I have got some prepared 
questions, but let me just follow up on what he says. Two things. 

These carefully structured savings, let us not talk about the rev- 
enue stuff, but the carefully structured savings, they have to in- 
clude savings in the entitlement programs like Medicaid and Medi- 
care. That is correct, right? 

[Secretary Geithner nodding head.] 

Senator Wicker. The witness is nodding his head. 

Mr. Geithner. That is correct, and the President has proposed 
hundreds of billions of dollars of savings in that area because, as 
you know, the long-term deficits are driven by mostly the aging of 
America and the rising health care costs. 

Senator Wicker. Right. And, for example, the Medicare program, 
I think we all concede — Senator Bennet has been outspoken on 
this — a program that grows at 3 times the rate of inflation just 
simply cannot be sustained, and that is Medicare at the present 
time. 

Mr. Geithner. That is right. I think that even with the long- 
term savings in the Affordable Care Act and even with what you 
might call promising slower growth in health care costs, long-term 
projections still show unsustainably rapid growth, again, mostly be- 
cause more Americans are retiring and because the cost of health 
care is still rising. 

Senator Wicker. And I think also most of us, while appreciating 
the importance of the savings in the Budget Control Act, I think 
we agree with Secretary Panetta and other members of the Admin- 
istration that the meat axe approach of the sequester by the end 
of this year is not helpful to the economy. Is that your view also? 

Mr. Geithner. Well, again, the sequester was designed by the 
Republican and Democratic leadership not because it was good pol- 
icy. It was designed to force this body to make some compromises 
on a set of long-term reforms. That was its purpose. 

Senator Wicker. And yet, Mr. Secretary, now it is the law of the 
land, and we did not get the result out of the super committee that 
we wanted. And so back to my question: You agree that it is unset- 
tling for the economy to be facing this meat axe approach, particu- 
larly in the defense and other important discretionary programs be- 
tween now and the end of the year. 

Mr. Geithner. I would say it a little differently. I think what is 
damaging to the economy now is the combination of inability of 
Congress to find legislative majorities to do things that would help 
growth, short term and long run, as well as an inability to come 
together and agree on a balanced package of long-term fiscal re- 
forms to replace the sequester. I think both those concerns are 
weighing on the economy. I do not think they are as big now as 
the direct effects of Europe or the fact that spending is actually 
falling across the Government. But it is a risk, and it is referred 
to in this Council report, and I think we all have a responsibility 
to try to demonstrate to the American people and the private sector 
that, again, this body is going to be able to come together and 
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make some tough choices on a balanced package of reforms. And 
then what the sequester is designed to do is to force that, and if 
Congress in the face of concerns about the impact of the spending 
cuts were to simply defer them — you are not advocating that, but 
simply defer them — that would not be good for confidence because 
it would leave the world and the markets concerned that it is an- 
other symptom of inability of Democrats and Republicans to com- 
promise on things that are in the interest of the country. 

Senator Wicker. My clock is ticking too fast for us to go on with 
this, but let me just say that I think the looming sequester is hurt- 
ing economic confidence, even as we speak. It is going to make the 
economy worse between today and the end of the year, and I do not 
think I want that, I do not think you want that, and I do not think 
the President wants that. 

Let me just ask one other question. I have in my hand here a 
report from SIGTARP, Office of the Special Inspector General for 
the Troubled Asset Relief Program. It is dated yesterday, but it has 
been out for a while. Have you had a chance to look at it? 

Mr. Geithner. I have not read the report, but I have read a 
summary of it. 

Senator Wicker. OK. Well, in your testimony you state, “The 
TARP bank investments have already produced a profit for the tax- 
payer of over $19.5 billion and on current estimates will generate 
an overall profit” — from TARP — “of approximately $22 billion.” 

The SIGTARP report appears to contradict that quite substan- 
tially. This is a quarterly report. It states that taxpayers are owed 
$109.1 billion as of June 30, 2012, and the Treasury Department 
has written off or realized losses of $15.6 billion that taxpayers will 
never get back, leaving $93.5 billion in TARP funds outstanding. 

This seems to be a huge inconsistency, and I would like to ask 
you to explain why there is such a different take from your testi- 
mony and the Inspector General’s report. 

Mr. Geithner. Thank you for raising that. The $20 billion esti- 
mate refers to the investments in banks made with the authority 
the Congress gave us at the peak of the crisis, and we have already 
realized $20 billion in returns. And if you look at estimates of the 
remaining exposure, we will earn a bit more for the taxpayer. 

Now, if you look at the full complement of exposure that the 
Treasury and the Fed took to AIG, again, to protect the economy 
from a failing AIG, on current estimates the taxpayer in that case, 
too, is likely to realize a modest return, looking at the full com- 
plement of exposure and risk the Government took, not just the 
Fed but the Treasury as a whole. 

Now, we still own some common equity in AIG which we have 
begun to sell and we expect to sell down significantly over time. We 
are moving to do that as quickly as we can. And as important as 
the results on how carefully we have managed the taxpayers’ expo- 
sure, I think it is important to recognize that the Fed and the 
Treasury move very aggressively to note just replace the manage- 
ment and board of the institution but to bring down the risk and 
the risky parts of the entity that put it in jeopardy very dramati- 
cally. So alongside what the State insurance companies have been 
doing to make sure the insurance business of AIG is carefully su- 
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pervised and monitored, we have been very aggressive in bringing 
down the risk. I will just give you one example. 

The notional derivative exposure of AIG which so famously was 
at the center of their vulnerability has been reduced by roughly 90 
percent. So AIG is in a less risky position today, a very different 
firm, and most estimates look all into the Government’s exposure — 
and this is a remarkable thing — are likely to show that the tax- 
payer earned a modest return. Of course, life is uncertain, the 
world is uncertain. We still have substantial exposure in the equity 
stake we placed, but that is a remarkable outcome foreseen by no 
one at the time. 

Senator Wicker. So you disagree with the conclusion of the In- 
spector General that says 

Mr. Geithner. I do no think 

Senator Wicker. we are unlikely to get some of these funds 

back ever? 

Mr. Geithner. Well, again, we cannot — all we can know is what 
our remaining exposure is and what the market value is of that ex- 
posure today. But what I just said is not a matter of dispute. It 
is a matter of fact. 

Now, people might take different views of what happens to the 
taxpayers’ remaining exposure in the common equity of AIG as the 
world evolve going forward, and that is something we do not have 
any certainty over. And, of course, there are some places in the 
world where that may not turn out as well, but on current esti- 
mates, it looks pretty favorable, and most of the exposure has al- 
ready been recovered for the Fed and the Treasury. 

Senator Wicker. Thank you. 

Chairman Johnson. Senator Hagan. 

Senator Hagan. Thank you, Mr. Chairman. I appreciate, Sec- 
retary Geithner, you being here today and your testimony. 

The FSOC recently exercised one of its key authorities when it 
designated eight firms as financial market utilities. As I under- 
stand it, these companies, which are often referred to as the 
plumbing of the financial system, have not challenged those deter- 
minations. The timing of these mid-July determinations made it 
impossible for the FSOC to include a discussion of the selection 
process in its most recent annual report. Can you talk about the 
determination process? Why were those eight firms selected? Will 
there be other firms selected for designation? What does that des- 
ignation mean for these firms going forward? 

Mr. Geithner. There are two types of what is called “designation 
authority” provided in the financial reforms Congress enacted. The 
ones you are referring to specifically involve key parts of the finan- 
cial market infrastructure, and we designated eight firms. And 
what that means is we have the authority — and this is very impor- 
tant, it did not exist before — to make sure that they are run with 
conservative cushions against risk so we are protecting the system 
from systemic risk. 

We went through a very, very careful process within the Council 
to identify the criteria we should use to decide where we needed 
to extend that authority, and we went through a very carefully de- 
signed process to make sure we gave the firms the opportunity to 
provide better information for our judgments and to contest it. And 
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as you said, they seemed broadly comfortable with the outcome in 
that context. 

We have remaining authority that we have not yet executed, but 
we will, to designate large nonbank financial institutions — AIG is 
one potential example of this, but we have not made that judgment 
yet — who, as we saw in a way could pose risk to the broader econ- 
omy and the taxpayer. And the reason why that is so important, 
again, is that if all you do is limit leverage and capital for the core 
of the banking system — and there is some risk over time, as we 
saw over the last few decades — you have a huge parallel banking 
system emerge with a lot of risk in it, and so it is very important 
to protect the system to make sure you have the authority to ex- 
tend those prudential safeguards, leverage limitations, for example, 
to firms that are in the business of things like banks do that might 
threaten the system. That is what we are examining now. 

But, again, in each of these cases, we have to move very, very 
carefully because we want to do so in a way that is fair and gives 
the firms a fair opportunity to contest those judgments and that we 
can sustain them legally. 

Senator Hagan. Thank you. 

Thank you, Mr. Chairman. 

Chairman Johnson. Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and thank you, 
Senator Hagan. 

Let me, first of all, start with just following up on what Senator 
Wicker said. I would concur with him that, you know, we want to 
try to avoid the sequester at all costs. My State is very contingent 
upon defense costs, but I would find it just stunning to me that if 
all we did was simply buy off $55 billion in 1-year defense seques- 
ter costs and say that is the extent of our responsibility. I mean, 
we need a minimum of $4 trillion, as you and everyone else from 
left to right have said. We all care about our country’s security and 
national defense, but I wholeheartedly believe the former Chair- 
man of the Joint Chief, Admiral Mullen, when he said the greatest 
single threat to our country is not the threat of terrorism but the 
threat of our debt and deficit. And those who say, well, all we have 
to deal with is sequester or even a subset of sequester, just the de- 
fense half of the house, to me — and I do not think Senator Wicker 
said this, but, I mean, there are others who say that should be our 
only top priority — is stunning to me and I do not think addresses 
the concern that we face. And I would hope that we could perhaps, 
with your assistance or others’, size, as you mentioned, the chal- 
lenge of $4 to $5 trillion over a 10-year frame that would both 
move revenues closer to historic numbers, bring spending down, 
start to reform our entitlement programs. The relative ask of the 
American people is so much smaller than what is being asked of 
people all across the world. Senator Bennet pointed out Europe, 
but, you know, slowing circumstances in India and China and else- 
where. And the more we could frame that I think would be helpful. 

I want to come back to LIBOR for a moment, but I listened with 
some irony, and as somebody who has kind of not fully followed as 
closely as you and others, but, you know, here was a circumstance 
that was reported in the press, in the Wall Street and other papers 
at the time. We had regulators in Britain. We had a host of regu- 
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lators in the United States. We had Treasury officials in the United 
States. And to my knowledge, the only guy that actually sounded 
the alarm and said we ought to be looking at this was the then- 
New York Fed President, and yet you seem to be getting perhaps 
a disproportionate share of “Why not more?” when there were a 
host of other folks who would at least have equal or greater respon- 
sibility in acting on this matter. 

There is going to be a question here. 

You know, one of the things that I think one of my other col- 
leagues pointed out — and I think we all kind of scratch our head. 
You pointed this out. We moved to the CFTC to start an enforce- 
ment action. I think we all kind of scratch our heads saying, “Gosh, 
does it really take 4 years to get an enforcement action through?” 

One of the things that concerns me is the nature of these enforce- 
ment actions, because of their confidentiality, what would happen 
if an enforcement entity feels they have got to do this in a confiden- 
tial basis, and yet the actions may end up posing a systemic risk, 
how do we get that right so that under the guise of confidentiality 
a regulator is free to at least reveal to the FSOC, hey, this is not 
only potentially criminal or otherwise, but the action in itself may 
be systemically risky, and we cannot wait for 3 or 4 years for the 
investigation to finish before we kind of bring it forward? 

Mr. Geithner. Well, I think it is a very good question, and I 
thank you for raising it. I think that this is a solvable problem, but 
what it requires is that the enforcement agencies have in place 
safeguards so that if they find it necessary to bring to the attention 
behavior that has systemic implications to other agencies, like, for 
example, the Fed, they are able to do that without jeopardizing the 
investigation. There is lots of precedent for doing this, but we do 
not yet have in place the types of MOUs and other types of agree- 
ments that would give them that satisfaction. And we are on that 
and trying to fix that quickly. 

Senator Warner. And, Mr. Chairman and Ranking Member, this 
would be something I think we ought to look into a bit more to 
make sure that I could just see some systemically risky action 
being caught up inside an investigation, and we sure as heck — we 
created an FSOC to try to make sure we have got that broad over- 
view. We ought to urge the Treasury and others to get these MOUs 
in place. 

Let me follow up with a second question. A lot of concern, again, 
raised by both sides of the aisle about the kind of voluntary actions 
of the financial institutions to contribute to LIBOR and then maybe 
the sense that some of the incentives may not have been right to 
make sure folks were coming clean. You know, aren’t there across 
the whole financial system a whole series of other voluntary actions 
where financial institutions are asked to contribute information 
that could also be subject to manipulation, and we have whole 
swaths, I think, about — again, with the Chairman and the Ranking 
Member, as we sorted through after the financial crisis, organiza- 
tions like FINRA and others that are more kind of self-policing; you 
know, not that we want to create massive new amounts of rules 
and regulations, but how do we make sure that if it is LIBOR this 
month that there is not one of these other voluntary industry-gen- 
erated self-regulatory bodies? How do we put a warning out that, 
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hey, guys, everybody needs to be coming forward with clean, non- 
manipulated information? 

Mr. Geithner. A very good question, and this is something the 
Council is looking at right now. Again, there are two different sets 
of examples we have had recently that create this vulnerability. 
One is what you saw with the British Bankers’ Association and 
LIBOR, and as I said earlier, we are looking carefully at other sur- 
vey-based measures of financial prices that are set by industry bod- 
ies to make sure they are not vulnerable to this, and we will do 
that very carefully. 

But there is a different example we had recently in the failure 
of Peregrine, for example, which points out — and this is true in a 
variety of areas — that the market regulators rely on so-called self- 
regulatory bodies to carry some of the burden for examination and 
audit. And as you saw in that case, and as the report refers to in 
a different context, that puts us in a position where you might have 
customer funds more vulnerable to fraud than would otherwise be 
the case. 

So the Council is going to take a careful look at all those things, 
too. I do not know where that is going to take us yet, but we want 
to address both of them, not just the first question. 

Senator Warner. Well, Mr. Chairman, one of the things may be 
that many of these entities I think works, do self-police. Rather 
than trying to create some huge new governmental structure, we 
may want to look at how, again, we can look at the penalty side 
if there is bad behavior within these voluntary organizations, what 
we might — to make sure we do not have to create a whole new arti- 
fice. And I was hoping I was going to — you know, that maybe being 
the last Member I had one more question, but I see my colleague 
is coming — no, no. Hey, listen, I am 3 minutes over. 

Senator Schumer. I need to get settled. 

[Laughter.] 

Senator Schumer. Ask a nice long one. 

Senator Warner. Can I get one more little brief one in? 

Senator Schumer. With the Chairman’s permission, of course. 

Chairman Johnson. Permission granted. 

Senator Warner. Although, you know, I am falling into the hy- 
pocrisy category as well. I was going to suggest maybe we ought 
to go to 4-minute rounds to make us all do 5 minutes, but I have 
just violated it as well. 

The only last quick comment I would like to have is a very inter- 
esting comment by one of the architects of the collapse of Glass- 
Steagall yesterday to say let us put Glass-Steagall back in case. 
You know, interesting transformation there. 

I think one of the things, you know, as we were trying to sort 
through how you kind of get the right balance, was the ability of 
these liquidation plans or funeral plans to help try to regulate size. 
You are seeing a lot of the banks trade below book value. Maybe 
the market is saying size may not be this big of asset in terms of 
how the market views it. Are you starting to see any of these tools 
change any behavior? And thank you, Mr. Chairman. 

Mr. Geithner. You know, Congress thought about this question 
long and hard in considering financial system, and it put in place, 
I think to its credit, a set of, again, pretty tough new safeguards 
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in the system. And among those are, again, higher capital require- 
ments or authority on the largest institutions. So it means if you 
are among the largest in the world, you have to hold more capital 
against the risk you take than is true for a typical bank. That is 
one. 

Two, it is not just living wills, but there is broad authority in the 
law to limit the ability of the Government in the future to come in 
and save these firms from their mistakes, cannot protect them from 
that. That is very consequential. 

There is authority in the law for regulators to break up or limit 
the size and scope of those institutions in advance of a crisis if they 
believe they pose too much risk to the system. And my own sense 
is what is happening right now is the full effect and impact of 
those reforms as they get traction are starting to have people reas- 
sess what is the right mix of scale and scope and size that is appro- 
priate for investors in this kind of thing. That is what is forcing 
this examination. 

What we are going to do is continue to look at any idea that 
helps satisfy this basic obligation we have to create a system that 
is more stable, more resilient, and less vulnerable to what we saw 
in 2008. But we have a much tougher framework in place today 
than we had before the crisis, and we want to make sure that we 
do not see that weakened by all the pressure we are facing to 
weaken those reforms. 

Chairman Johnson. Senator Schumer. 

Senator Schumer. Thank you, Mr. Chairman. I appreciate your 
being here and waiting, and I appreciate the Secretary. 

First, you know, Mr. Secretary, there has been a lot of discussion 
about LIBOR in recent weeks, about who knew what and when and 
whether various regulators should have done more to crack down 
on alleged manipulation of LIBOR. Obviously this is a serious 
issue. The potential impact is vast, although it goes in different di- 
rections. If people wanted a low LIBOR, they would lower mortgage 
rates and lower credit card rates and things like that. So it is hard- 
ly as clear-cut as some are making it. 

But I am puzzled by repeated claims that you and other regu- 
lators stood by and did nothing and that somehow we are just 
learning about this 4 years later. You and the New York Fed were 
proactive, not only by raising concerns but also proposing struc- 
tural solutions. Moreover, Barclays just reached a large settlement 
with — guess who? — the U.S. regulators — not the U.K. regulators or 
anybody else — and it was the Fed, DOJ, CFTC working on this in- 
vestigation. And those did not just startup 2 weeks ago. They have 
been going on for a long time. 

So I think the idea that we did nothing for 4 years is obviously 
false, and I think some are taking unfair shots at you. Obviously 
you have to answer every question and every criticism, and overall 
I would say this, since I heard one or two comments were talked 
about even here today and a lot in the House yesterday: I think 
you have been just a very, very fine public servant. From the days 
when we first met when we were dealing with the TARP and the 
stimulus, both of which saved our country from what I think would 
have the Great Depression, and you have been smart on the mer- 
its, down the middle, you have stood up to the financial services 
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industry when you thought they were wrong — the Volcker Rule as 
an example — but you also did not just bash them needlessly. And 
so I give you kudos for that, and I think somebody should say it, 
so I did. 

I have a question for you on our favorite subject where we dis- 
agree: some big country over there at the other side of the Pacific 
Ocean. Under Secretary Brainard recently gave a speech which re- 
minds us that China’s economy is now too large for it to pick and 
choose which rules it follows, which is what the Chinese have done 
constantly. President Hu, at the fourth meeting of the U.S. -China 
Strategic Economic Dialogue, made significant commitments to cre- 
ate opportunities for Americans to export and sell to China by in- 
creasing market access and leveling the playing field by elimi- 
nating several barriers to trade from foreign firms. These reforms, 
if implemented, would significantly bolster U.S. investment in 
China, but you know what? I do not put much credence in them 
because we have heard commitments like this over and over and 
over again with very little result. 

What progress, if any, has China made to live up to the commit- 
ments they made this spring to increase foreign market access? 
What concretely have they done since that speech by President Hu, 
particularly in light of the proposed acquisition of Nexon by the 
China National Offshore Oil Corporation, which obviously provides 
increased Chinese access to the U.S. market? 

Mr. Geithner. Senator, I do not actually think you and I dis- 
agree on this, although sometimes we disagree a little bit on how 
best to promote our interests in this context. But on the basic prob- 
lem, I agree with you and you are right to continue to give it a lot 
of attention in this context. I would be happy my staff, or do it di- 
rectly, lay out to you exactly where they are on that specific piece, 
which is opening up the broader investment opportunities to U.S. 
firms. But our interests go much broader than that. I mean, they 
are not just about making sure the exchange rate appreciates over 
time, that it is more market determined, their trade surplus comes 
down, it has dramatically. But we need to provide much stronger 
protection for intellectual property rights for U.S. innovators. 

There is a whole range of other disadvantages U.S. firms that 
compete in China face today that we need to address over time, 
and it is not tenable for China, which now has a world-class manu- 
facturing sector, to continue to sustain and maintain this range of 
protections for its own basic firms. 

Senator Schumer. OK. Well, I would like some specifics on any- 
thing that has happened specifically since President Hu gave his 
speech. I would say that the Chinese trade deficit has come down 
significantly, but not with the U.S. Not with the U.S. It has come 
down worldwide and with Europe a lot, but not with us, as I read 
the numbers. 

Mr. Geithner. True, but U.S. exports, just to take the other side 
of it, are growing very rapidly to China, and that is a very good 
thing, a sign of our strength and competitiveness, too. 

Senator Schumer. OK. One final question, if I might, Mr. Chair- 
man? 

Chairman Johnson. Yes. 
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Senator Schumer. This is about the fiscal cliff and the middle- 
class tax cut bill the Senate passed yesterday. As you noted in your 
opening statement, the slowdown in U.S. growth could be exacer- 
bated by concerns about approaching tax increases and spending 
cuts. And yesterday the Senate took significant action to eliminate 
a major piece of that certainty, so let me just ask a few questions 
to highlight that. 

What percentage of the fiscal cliff does the extension of middle- 
class tax cuts take care of? 

Mr. Geithner. The extension of the rate itself avoids $100 billion 
tax increase on 98 percent of Americans. So that is a very substan- 
tial piece of what you called the full complement of fiscal measures. 

Senator Schumer. The numbers I have are it takes $130 billion 
out of $607 billion, or about 21 percent. That is a lot, right? 

Mr. Geithner. That is a lot, absolutely. And it has a big effect 
because, again, it goes to the tax rates that 98 percent of American 
pay. 

Senator Schumer. How about the 1-year AMT patch? 

Mr. Geithner. That is also about $100 billion. 

Senator Schumer. Right, so that is another — I have 92 out of 
607, so that is 15 percent. If you add those two things up, 36 per- 
cent, that is a lot. And all together, how much protection from the 
anticipated GDP hit would the House’s passage of our tax bill af- 
ford the country? My numbers are 41 percent. 

Mr. Geithner. I would say a very substantial part of it, but I 
think that 40-percent number slightly understates it, because what 
people count in the overall number to some extent is already ex- 
pected and planned for. The thing that would be most damaging to 
confidence and economic activity would be the tax of middle-class 
Americans to go up in this context. And as you know, if you let 
them expire, it is a very substantial tax increase on middle-class 
Americans. And, remember, it is not just — you all recognized this 
in the Senate. You do not need just to extend the rates and AMT, 
but you need to make sure you extend the expanded tax credits 
that we put in place in 2009 that go to 25 million Americans. If 
you do not extend those tax credits, then taxes go up for 25 million 
Americans as well. So you need to do that full mix of things. And 
if the Congress were to enact that, the House were to enact that, 
that would take care of the most damaging piece of the end-of-the- 
year uncertainty for 

Senator Schumer. So, clearly, I mean, there are other issues 
here, who should pay what, what percentage the Government 
should pay in taxes. But if you are caring about uncertainty, which 
we hear from our Republican colleagues all the time, the number 
one thing they could do is pass our tax cut, which we all agree on. 
We may not agree on what to do with people above 250, but we 
all agree it should be below 250. So you could take a huge amount 
of the uncertainty off the table. So my view — I do not know if you 
agree with this. If they do not pass our tax cut, they should stop 
talking about uncertainty. 

Mr. Geithner. I think it is necessary to do but it needs to go be- 
yond that, and there are other things you can do for the economy 
now that would make growth stronger and infrastructure, involving 
teachers or incentives to hire. And, of course, we all want to see 
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Congress come together on some set of reforms to help reduce the 
long-term deficits. 

Senator Schumer. Thank you, Mr. Chairman. I appreciate your 
indulgence. 

Chairman JOHNSON. Thank you again, Secretary Geithner, for 
being here today. Your work and the work of the Council is greatly 
appreciated. 

Thanks again to my colleagues and our panelist for being here 
today. This hearing is adjourned. 

[Whereupon, at 12:15 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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PREPARED STATEMENT OF TIMOTHY F. GEITHNER 

Secretary, Department of the Treasury 

July 26, 2012 

Chairman Johnson, Ranking Member Shelby, and Members of the Committee, 
thank you for the opportunity to testify today regarding the Financial Stability 
Oversight Council’s (the “Council”) annual report. 

Each year, the Council is required to prepare a public report reviewing financial 
market and regulatory developments, potential threats to financial stability, and 
recommendations to strengthen the financial system. My testimony today reviews 
the conclusions and recommendations made by the Council in its second annual re- 
port, which is being submitted in full alongside this testimony. 

Measures of Strength in the Financial System 

The strategy adopted by the United States to repair and reform the financial sys- 
tem after the crisis has helped produce a stronger and more resilient system. 

• We have forced banks to substantially increase the amount of capital they hold, 
so that they are able to provide credit to the economy and absorb losses in the 
future. Tier 1 common capital levels at our country’s banks are up by $420 bil- 
lion, or 70 percent, from 3 years ago. The ratio of tier 1 common equity to risk- 
weighted assets at these institutions increased from 6 percent to over 11 per- 
cent during this period. 

• We have forced a significant reduction in overall leverage in the financial sys- 
tem. Financial sector debt has dropped by more than $3 trillion since the crisis, 
and household debt is down $900 billion. 

• Banks are funding themselves more conservatively, relying less on riskier short- 
term funding. 

• The size of the “shadow banking system” — which had been a key source of fi- 
nancial stress during the crisis — has fallen substantially, by several trillion dol- 
lars. 

• The Government has closed most of the emergency programs put in place dur- 
ing the crisis and recovered most of the investments made into the financial 
system, which were originally expected to result in a loss to taxpayers of several 
hundred billion dollars. The TARP bank investments have already produced a 
profit for the taxpayer of over $19.5 billion, and on current estimates will gen- 
erate an overall profit of approximately $22 billion. 

• Credit is expanding, and the cost of credit has fallen significantly from the 
peaks of the crisis. Commercial and industrial lending at commercial banks in- 
creased 10 percent in 2011 and increased at an annual rate of 11 percent in 
the first 5 months of 2012. 

The overall impact of these changes is very important. They have made the finan- 
cial system safer, less vulnerable to future economic and financial stress, more like- 
ly to help rather than hurt future economic growth, and better able to absorb the 
impact of failures of individual financial institutions. 

Threats to Financial Stability 

The Council’s report identifies a number of potential threats to the stability of the 
financial system. Among the most important of these is the fact that the financial 
system still confronts a challenging and uncertain overall economic environment. 

The ongoing European crisis presents the biggest risk to our economy. The eco- 
nomic recession in Europe is hurting economic growth around the world, and the 
ongoing financial stress is causing a general tightening of financial conditions, exac- 
erbating the global slowdown. 

Over the past 2 years, U.S. financial institutions have significantly reduced their 
exposure to the most vulnerable economies of Europe, and they hold substantial lev- 
els of capital against the remaining exposures. The combined economies of the euro 
area constitute the second largest economy in the world and are home to many of 
the world’s largest and most interconnected financial institutions. As a result, a se- 
vere crisis in Europe would necessarily have very substantial, adverse effects on the 
United States. 

Europe’s leaders are putting in place a package of long-term reforms — economic 
reforms to restore competitiveness, improve fiscal sustainability, and restructure 
their financial systems, and governance changes to transfer more responsibility to 
European institutions for oversight of national financial systems and how much Na- 
tions can borrow. For these reforms to work, they need to be complemented by ac- 
tions in the near term to restore financial stability and support economic growth, 
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including strengthening the stability of the banking systems and bringing sovereign 
borrowing rates down in the countries implementing reforms. 

Global economic growth has slowed and forecasts for future economic growth have 
been reduced. Europe is responsible for much of this, but not all of it. Growth in 
China, India, Brazil, and other large emerging economies has slowed for a variety 
of reasons unique to those countries. 

In the United States, the economy is still expanding, but the pace of economic 
growth has slowed during the last two quarters. In addition to pressures from Eu- 
rope and the global economic slowdown, U.S. growth has been hurt by the rise in 
oil prices earlier this year, the ongoing reduction in spending at all levels of Govern- 
ment, and slow rates of growth in income. 

The slowdown in U.S. growth could be exacerbated by concerns about approaching 
tax increases and spending cuts, and by uncertainty about the shape of the reforms 
to tax policy and spending that are necessary to restore fiscal responsibility. As the 
Council’s report discusses, the United States faces fiscal deficits that are 
unsustainable over the long run. The failure of policy makers to enact reforms in 
a timely and credible manner will be damaging to future economic growth. 

These potential threats underscore the need for continued progress in repairing 
the remaining damage from the financial crisis and enacting reforms to make the 
system stronger for the long run. 

Progress Implementing Financial Reform 

Regulators have made important progress over the past 2 years designing and im- 
plementing the regulations necessary to implement financial reform. Nine out of 10 
rules with deadlines before July 2, 2012, have been proposed or finalized. The key 
elements of the law will largely be in place by the end of the year. The financial 
system is already in the process of adapting to these reforms. 

• We have taken important steps to limit risk-taking at the largest financial insti- 
tutions. The Federal Reserve and other supervisors have negotiated new, 
stronger global capital and liquidity requirements. As part of this effort, Federal 
banking regulators will impose even higher requirements on the largest banks. 

• We now have the ability to put the largest financial companies under enhanced 
supervision and prudential standards, whether they are banks or nonbanks, 
and the ability to subject key market infrastructure firms to heightened risk- 
management standards. 

• We are implementing the provisions of the law designed to protect taxpayers 
and the financial system from the failure of a large financial firm. Regulators, 
led by the FDIC, have established the new “orderly liquidation authority,” a 
mechanism to unwind responsibly large, complex financial companies. This au- 
thority will help make sure that culpable management is fired and that inves- 
tors pay for the failure of a firm, not taxpayers. Nine of the largest banks have 
now submitted “living wills,” providing contingency plans for an orderly bank- 
ruptcy. 

• The SEC and CFTC are putting in place a new framework for derivatives over- 
sight, providing new tools for combatting market abuse and bringing the deriva- 
tives markets out of the shadows. Their recent joint adoption of a swaps defini- 
tion will trigger the effectiveness of more than 20 key rulemakings and marks 
a major milestone in the implementation of derivatives reforms. 

• Regulators are working to strengthen protections for investors and consumers. 
The CFPB has worked to simplify and improve disclosure of mortgage and cred- 
it card loans to help consumers make more informed financial decisions. The 
CFPB has also launched its supervisory program for very large depository insti- 
tutions (in coordination with prudential regulators) and for certain nonbanks. 

• As we put in place these reforms in the United States, we are working with 
supervisors and regulators in Europe, Japan, and around the world to provide 
a more level playing field. In addition to the new global standards for capital 
and liquidity requirements, we are negotiating global margin requirements for 
derivatives. On these and a range of other issues, we are trying to improve the 
prospect of tougher and broadly equivalent global standards and requirements, 
so that financial risk cannot simply move to where it cannot be seen or effec- 
tively constrained. 

These are complicated reforms. This process is challenging because our financial 
system is complex, because we want to target damaging behavior without damaging 
access to capital and credit, because we want the reforms to endure as the market 
evolves, and because we need to coordinate the work of multiple agencies in the 
United States and many others around the world. 
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Recommendations To Improve Financial Stability 

In addition to these important reforms, the Council has put forward recommenda- 
tions in a variety of other areas to help strengthen our financial system. 

Risks in Wholesale Short-Term Funding Markets 

The Council recommends a set of reforms to address structural vulnerabilities, 
particularly in wholesale short-term funding markets such as money market funds 
(MMFs) and the tri-party repo market. As we saw during the crisis, these sources 
of funding were particularly vulnerable to disruption that can quickly spread 
through the markets. 

The SEC adopted a number of reforms to money market funds in 2010, but they 
remain vulnerable to runs. The Council supports SEC Chairman Schapiro’s efforts 
to address certain weaknesses, including (1) the lack of a mechanism to absorb a 
sudden loss in value of a portfolio security and (2) the incentive for investors to re- 
deem at the first indication of any perceived threat to the value or liquidity of the 
MMF. The Council recommends that the SEC publish structural reform options for 
public comment and ultimately adopt reforms that address money market funds’ 
susceptibility to runs. The Council further recommends that, where applicable, its 
members align regulation of cash management vehicles similar to MMFs within 
their regulatory jurisdiction to limit the susceptibility of these vehicles to run risk. 

In tri-party repo markets, the Council supports additional steps toward reducing 
intraday credit exposure within the next 6 to 12 months. In addition, the Council 
recommends that regulators and industry participants work together to define 
standards for collateral management in the tri-party repo market, particularly for 
lenders (such as MMFs) that have certain restrictions on the instruments that they 
can hold. 

Customer Fund Protection 

The Council highlights the importance of establishing and enforcing strong stand- 
ards for protecting customer funds deposited for trading. For example, the Council 
recommends that regulators consider strengthening regulations governing the hold- 
ing and protection of customer funds deposited for trading on foreign futures mar- 
kets. The Council also recommends that regulators seek ways to strengthen risk- 
management standards for clearinghouses and to develop and monitor best practices 
across their respective jurisdictions. 

Risk Management and Supervisory Attention 

The Council recommends continued work to improve risk-management practices, 
highlighting a number of specific challenges facing firms and their supervisors. The 
Council supports continued attention to strengthening capital buffers and stress 
testing. Firms also need to continue to guard against potential disruptions in whole- 
sale short-term funding markets and bolster their resilience to interest rate shifts. 

Firms need to continue to strengthen internal disciplines and safeguards in un- 
derwriting standards, the development of new financial products, and complex trad- 
ing strategies. The report also notes that high-speed trading is an area where in- 
creased speed and automation of trade execution may require a parallel increase in 
trading risk management and controls. 

Housing Finance Reform 

The Council continues to support progress toward comprehensive housing finance 
reform. The U.S. housing finance system has required extraordinary Government 
support since the financial crisis, and the market continues to lack sufficient private 
capital. As recognized in the framework for housing finance reform developed by cer- 
tain member agencies of the Council, the return of private capital is crucial to rees- 
tablishing confidence in the integrity of the market and better aligning incentives. 

However, in order for private capital to come back into the market, there needs 
to be greater clarity from regulators and Congress on new rules for all participants 
in the market. Challenges include the lack of broadly agreed upon standards for 
mortgage underwriting (which are necessary to support the valuation and liquidity 
of mortgage-backed instruments), nonuniform foreclosure practices across different 
States, and uncertainty surrounding the potential liability of mortgage loan 
securitizers. 

In addition, reform should address servicer compensation models and the need for 
national mortgage servicing standards, and it should strengthen protections for bor- 
rowers. Members of the Council are addressing many of these challenges through 
existing authority and the implementation of Wall Street Reform, yet comprehensive 
reform will require significant legislation, and the leadership of this Committee will 
be central to the effort. As we move forward, we must take care not to undermine 
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the housing market, which is showing signs of recovery but is still weak in many 
areas. 

Improving Transparency and Financial Data 

One of the weaknesses in our old system of regulation was a lack of information — 
information that could be used to help identify threats and more effectively under- 
stand the financial system. Gaps in data and analysis remain a threat to financial 
stability, and an important part of reform efforts will continue to be the improve- 
ment and availability of financial data and information. 

This project is being spearheaded by the Office of Financial Research (OFR), 
which was established by Wall Street Reform. The OFR’s work is crucial to improv- 
ing transparency, our understanding of how the financial system supports the econ- 
omy, and our capacity to identify threats to financial stability. The OFR has done 
tremendous work over the past year, undertaking a number of initiatives, including 
steps to create a “legal entity identifier” for financial contracts, which will help us 
understand exposures in the market. Last week, the OFR released its first annual 
report, which analyzes threats to financial stability along with ways to address data 
gaps and promote data standards. 

Conclusion 

The member agencies of the Council have made considerable progress over the 
past few years in making our financial system safer and stronger — more resilient 
and less vulnerable to crisis, with better protections for investors and consumers. 

We still have a lot of work ahead of us, however. We need your support to make 
these rules strong and effective. And we need your support fo make sure the en- 
forcement agencies have the resources they need to prevent fraud, manipulation, 
and abuse. 

I want to thank the other members of the Financial Stability Oversight Council, 
as well as the staff of the members and their agencies, for the work they have done 
over the past year and their efforts to produce this annual report. 

We look forward to working with this Committee, and with Congress as a whole, 
to build on the substantial progress we have made to create a stronger financial sys- 
tem. 
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RESPONSES TO WRITTEN QUESTIONS OF 
CHAIRMAN JOHNSON FROM TIMOTHY F. GEITHNER 

Q.l. One of the purposes of FSOC was to increase coordination 
among the agencies to better spot risks to the financial system. 
Can you offer specific examples of how FSOC coordination has ben- 
efited the financial system? If Congress were to repeal or under- 
mine Wall Street Reform, as some have suggested, what would be 
the impact on financial stability? 

A.l. The FSOC has benefited the financial system through in- 
creased, ongoing information-sharing among its members and their 
staffs, and through new joint accountability for the monitoring and 
identification of threats to financial stability pursuant to the Dodd- 
Frank Act. 

While statutorily required to meet quarterly, the FSOC has met 
over 25 times since its formation. For example, the FSOC’s prin- 
cipals have come together to share information on a range of im- 
portant financial developments, such as the situation in Europe, 
housing markets, the interaction of the economy and energy mar- 
kets, the tri-party repo market, and lessons to be drawn from re- 
cent errors in risk management at several major financial institu- 
tions, including the failure of MF Global and trading losses at 
JPMorgan Chase. More recently, the FSOC met to discuss the im- 
pact of Hurricane Sandy on the functioning of our markets and has 
proposed for public comment recommendations to the SEC regard- 
ing reforms of money market funds. Staffs of FSOC members and 
member agencies continue to work on these issues. 

Under the Dodd-Frank Act, the FSOC is required to report on its 
view of potential emerging threats to financial stability and signifi- 
cant financial market and regulatory developments. This require- 
ment informs the FSOC’s work throughout the year, and allows the 
public to be informed of the FSOC’s views on important matters re- 
garding financial stability and the financial services marketplace. 

Q.2. As Wall Street Reform and Basel III rulemakings on SIFIs 
progress, what steps did FSOC take to analyze the differences be- 
tween banks and nonbank SIFIs and to incorporate those findings 
into the rulemakings? Do you think that the actions and 
rulemakings to date recognize the differences between banks and 
nonbank SIFIs? How do you plan to synchronize designation of 
nonbank SIFIs with regulations that would govern the different 
types of nonbank SIFIs? What role did FIO and the Independent 
Insurance member of FSOC play in the rulemakings? 

A.2. The Dodd-Frank Act and subsequent work of the Financial 
Stability Oversight Council recognize the various distinctions be- 
tween bank holding companies and nonbank financial companies as 
well as between different types of nonbank financial companies. 
Unlike bank holding companies, for which the statute provides a 
specific threshold for the application of enhanced prudential stand- 
ards, nonbank financial companies must be considered by the 
Council based on specific statutory criteria and the Council’s deter- 
mination that a particular firm could pose a threat to U.S. finan- 
cial stability. The designation of nonbank financial companies also 
differs from that of systemically important financial market utili- 
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ties, which are considered under another designation process set 
forth in Title VIII of the Dodd-Frank Act. 

In general, before being designated by the Council, a nonbank fi- 
nancial company will be evaluated in a three-stage process which 
goes well beyond the consideration of a firm’s size (as measured 
through total consolidated assets) that occurs under the Dodd- 
Frank Act for a bank holding company. The Council’s six-category 
framework for evaluating nonbank financial companies focuses on 
a firm’s size, interconnectedness, substitutability, leverage, liquid- 
ity risk and maturity mismatch, and existing regulatory scrutiny. 
Furthermore, the Council has consulted with the Federal Reserve 
Board on the potential differences between the supervision of and 
enhanced prudential standards for nonbank financial companies 
and for bank holding companies. 

The Federal Insurance Office and the Council’s independent 
member with insurance expertise were instrumental in developing 
the rulemaking and processes for designating nonbank financial 
companies which allow for more effective and fully informed eval- 
uations of insurers for potential designation. 

Regarding Basel III rules, Treasury is not a rule writer. Never- 
theless, the banking agencies have consulted with the Federal In- 
surance Office as they consider public comments received on their 
proposed capital rules and work toward final rules to implement 
Basel III. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM TIMOTHY F. GEITHNER 

Q.l. While you were President of the Federal Reserve Bank of New 
York (the “New York Fed”), did you: 

A. Take any action to further investigate allegations of LIBOR 
manipulations before or after the President’s Working Group 
on Financial Markets met in May of 2008? 

B. Instruct your staff to request information about allegations 
of LIBOR manipulation from any LIBOR-reporting bank su- 
pervised or regulated by the New York Fed? 

C. Instruct your staff to send inspectors or examiners to LIBOR- 
reporting banks supervised or regulated by the New York Fed 
to investigate allegations of LIBOR manipulation? 

D. Recommend to the Board of Governors of the Federal Re- 
serve System to exercise its statutory authority and com- 
mence formal enforcement action (including imposing fines or 
penalties) against LIBOR-reporting banks supervised or regu- 
lated by the New York Fed for manipulations of LIBOR? 

If you answer “yes” to any of the above questions, provide a full 
explanation, including the dates of any actions taken. 

A.l. During the financial crisis, market participants began to raise 
concerns about the reliability of the LIBOR and the possibility that 
banks were not reporting their actual cost of borrowing. Some of 
these concerns were reported in articles in the the Wall Street 
Journal and the Financial Tunes in 2008. 

The New York Fed took a number of actions in response to these 
concerns. The New York Fed informed U.S. regulators and other 
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Government officials, including the key agencies with responsibility 
and authority for market manipulation and abuse. As you noted, 
I raised the issue personally with the President’s Working Group 
on Financial Markets in May of 2008. This meeting included the 
leaders of the CFTC, SEC, OCC, FDIC, the Federal Reserve Board 
of Governors, and Treasury. 

The New York Fed also raised concerns with the Bank of Eng- 
land and pushed for reforms to the LIBOR process that would 
make the rate less vulnerable to misreporting. I raised concerns in 
person with Bank of England Governor Mervyn King in May of 
2008. Shortly thereafter, I sent Governor King a memorandum 
with six specific recommendations for ways to address this prob- 
lem. The Bank of England responded favorably to our recommenda- 
tions and indicated that they would act on them. New York Fed 
staff continued to communicate with British authorities in follow- 
up. 

At roughly the same time, the CFTC began a 4-year long, far- 
reaching, confidential investigation, which ultimately involved the 
SEC, the DOJ, and a number of foreign regulators. The CFTC’s in- 
vestigation resulted in the very substantial fines and other meas- 
ures related to Barclays and other firms. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR REED 
FROM TIMOTHY F. GEITHNER 

Q.l. It is my understanding that despite serious questions about 
LIBOR’s accuracy and relevance raised throughout the spring and 
summer of 2008, the Federal Reserve and the Treasury Depart- 
ment continued to use LIBOR as a benchmark in connection with 
the emergency liquidity and credit facilities created during the fi- 
nancial crisis. For example, this measure was used to set the inter- 
est rate for the Term Asset-Backed Securities Loan Facility 
(TALF), which was established by the Federal Reserve Bank of 
New York and the Treasury Department in March 2009. Why did 
the Federal Reserve use this measure to set the loan rates in the 
TALF? Did the Federal Reserve use this measure to set the rates 
used in the other credit and liquidity programs established during 
the financial crisis? If so, which programs? Did the Federal Reserve 
consider using other rates? Why or why not? 

A.l. As you noted, Treasury worked with the Federal Reserve to 
establish the Term Asset -Backed Securities Loan Facility (TALF) 
to increase the availability of credit for U.S. households and small 
businesses. Because of Treasury’s involvement in the program, we 
are happy to address your question as it relates to the TALF. 

Under the TALF, the Federal Reserve Bank of New York ex- 
tended loans to finance purchases of certain highly rated asset- 
backed securities that were in turn backed by loans to businesses 
and households. TALF loans with both fixed and floating interest 
rates were extended, and the floating-rate loans were based on sev- 
eral base rates, including LIBOR, prime, and the FOMC’s target 
Federal funds rate. Each TALF borrower was required to choose a 
TALF loan rate that corresponds to the interest payments on the 
securities financed by and collateralizing the TALF loan. If the in- 
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terest rate on the securities is based on LIBOR, the TALF loan rate 
is also based on LIBOR. 

The TALF is now being wound down. Whereas approximately 
$70 billion in loans were extended, there were approximately $850 
million in loans outstanding as of December 2012. We do not expect 
to have any losses from the program. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR CORKER 
FROM TIMOTHY F. GEITHNER 

Q.l. Yesterday you said at the House hearing that regulation is not 
meant to protect institutions from their own mistakes but to pre- 
vent the system from the consequences of these mistakes. I whole- 
heartedly agree and, in fact, I think we have taken too much of a 
focus on protection institutions as a regulatory paradigm. Would 
you elaborate on what you meant by this, and tell us if you think 
regulators or policy makers are too focused on protecting institu- 
tions, not protecting the system? 

A.l. Previously, I testified that the Dodd-Frank Act prohibits regu- 
lators from bailing out financial firms from their own mistakes. 
Further, the Dodd-Frank Act is designed to make sure that when 
financial firms do make mistakes, the broader economy and the 
U.S. financial system are not imperiled. 

Reforms include provisions designed to make sure that firms are 
able to absorb the costs of their own mistakes. Higher capital re- 
quirements, better quality capital, and mandatory stress testing 
are important parts of these reforms along with enhanced pruden- 
tial standards for nonbank financial companies that are designated 
as systemically significant. Mandatory clearing reduces the inter- 
connection risks that can come with complex derivatives contracts 
by creating a central counterparty. Additionally single counterparty 
exposure ceilings further constrain the size of risks that individual 
firms can assume to each other. 

In addition, the Dodd-Frank Act creates an orderly liquidation 
authority so that when a complex financial company does fail, it 
can be wound down in a way that mitigates potential adverse ef- 
fects on the U.S. financial system and the economy at large. 

Q.2. Some people have talked about various “silver bullet” fixes to 
systemic risk. A few ideas include making banks smaller or sepa- 
rating types of activities that one firm can engage in. As the Chair- 
man of the FSOC, have you given thought to these approaches? 
Why hasn’t the FSOC advocated for a more aggressive approach to 
dealing with risk? 

A.2. The ideas that you mention have been the subject of discus- 
sions of the Council and within its member agencies. While dif- 
ferent policies have the potential to reduce risk in different ways, 
I do not agree that there is a single “silver bullet” fix. 

With regard to making big banks smaller, the Dodd-Frank Act 
reduced the probability of failure of large institutions and helped 
ensure that the rest of the financial system can absorb or contain 
losses. Reforms included new liquidity requirements for large fi- 
nancial institutions, limits on leverage, concentration limits on rel- 
ative size of financial institutions, activity restrictions, margin 
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rules for derivatives, and stronger financial cushions for central 
counterparties. The FSOC has also been active, pursuing reforms 
with its members on money market funds and the tri-party repo 
market. 

It is important to remember that the U.S. banking system is less 
concentrated than that of any other major developed economy. The 
three largest U.S. banks account for 32 percent of total banking as- 
sets in the United States, compared to 46 percent for the three 
largest in Japan, 58 percent in Canada, 63 percent in the U.K., 65 
percent in France, 70 percent in Germany, 71 percent in Italy, and 
76 percent in Switzerland. 

With regard to separating types of activities that one firm can 
engage in, this is being addressed most importantly by the Volcker 
Rule. In Treasury’s role as a coordinator of the rulemaking, we are 
working with the Council’s relevant member agencies to implement 
the Volcker Rule in a manner that will prohibit banking entities 
from engaging in proprietary trading and restrict their ability to 
invest in or sponsor hedge or private equity funds, while protecting 
statutorily permitted activities. This is, however, a complex process 
that involves coordination of rulemakings by five different agencies 
that have received thousands of comment letters from the public. 

Q.3. Has BASEL effectively killed LIBOR because the capital re- 
quirements of BASEL make interbank lending prohibitively expen- 
sive? This is what some banks are telling us. Do you agree with 
this assessment? 

A.3. The Basel Committee on Banking Supervision’s Basel II agree- 
ments introduced harmonized global liquidity standards for banks 
known as the Liquidity Coverage Ratio (LCR). An important provi- 
sion to promote financial stability, the LCR would reduce a bank’s 
liquidity risk by requiring that a bank have sufficient resources to 
survive an acute short-term stress scenario: banks would be re- 
quired to have a sufficient amount of unencumbered, high quality 
and liquid assets to offset net cash flows the bank could experience 
under an acute short-term stress scenario over a 30-day horizon. 
Unsecured lending from financial institutions is assumed to com- 
pletely run-off under the proposed LCR stress scenario suggesting 
that a bank’s funding through the interbank market is not a stable 
source of financing. While the U.S. banking regulators have yet to 
propose a rule to implement the LCR and it is anticipated that 
there could be an impact on interbank funding rates, the markets 
do not show evidence of a correlation between the advent of such 
rules and cost of interbank lending at this time. 

Q.4. We now have an unlimited guarantee on “transaction ac- 
count.” This guarantee provides insurance to accounts greater than 
$250,000. Since this guarantee was put into place, $1.3 trillion 
have come into TAG accounts. Many of these have of course come 
from money market funds. Is this a systemic risk in your view? 

A.4. The Non-interest Bearing Transaction Account program ex- 
tended in 2010 by the Dodd-Frank Act expired on December 31, 
2012. It is estimated that at the time of expiration, $1.4 trillion 
was deposited in such accounts at small and large banks. The 
expiry may cause some larger depositors to withdraw their deposits 
from the banking system because these deposits are no longer in- 
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sured, while other depositors may elect to keep their deposits in 
uninsured accounts. Those depositors that leave the banking sys- 
tem may invest previously deposited funds into cash-like vehicles 
such as money market mutual funds, short-term securities, or off- 
shore investment vehicles, or short-term securities. To date, we 
have seen no evidence of disorderly flows of funds and will continue 
to monitor these flows over the coming weeks and months. 

Q.5. The Treasury Department is responsible for managing the 
term structure of U.S. debt issuance. According to the Office of 
Debt Management the weighted average maturity of outstanding 
U.S. debt has increased from about 73 months to roughly 77 
months. Could we be lengthening it more as a way to lock in to- 
day’s low long-term rates? 

A.5. In 2008, the weighted average maturity of the Treasury’s port- 
folio was approximately 48 months. Since that time, through pru- 
dent debt management, we have increased the portfolio’s weighted 
average maturity to approximately 64 months, which is above both 
precrisis levels and the long-term average of 58 months. 

On numerous occasions, I have stated our intention to continue 
the extension of the average maturity of our debt outstanding. 
However, while we remain steadfast in this goal, Treasury must 
also adhere to the same principles that have made the Treasury 
market the deepest and most liquid in the world. One of these prin- 
ciples is that we do not act opportunistically and try to “time” our 
issuance with the overall level of interest rates. Another is that we 
strive for our auctions to be regular and predictable. While these 
principles may limit how quickly we can extend the weighted aver- 
age maturity of the debt, they also help Treasury to attain the low- 
est cost of funding over time. 

Q.6. Looking at various possible structures on MBS, if we had had 
just a 7 percent first loss tranche in front of the taxpayer on GSE 
MBS, the taxpayer would have been insulated from loss during this 
latest crisis. In fact Fannie and Freddie’s multifamily models show 
that this can be done. Should the private sector be in a first loss 
position in mortgage-backed securities? 

A.6. The Treasury’s white paper on housing finance reform re- 
leased in February 2011 (Reforming America’s Housing Finance 
Market) presents three options for long-term, structural change — 
all three of which are conditioned upon placing private investors 
and lenders in a first-loss position on mortgage-backed securities. 
Treasury staff continues to explore these options by engaging with 
stakeholders on alternatives that would best facilitate a more ro- 
bust return of private capital to mortgage lending. 

Q.7. If you have had a chance to review the proposals from the 
FDIC on Title 2, do you still agree that liquidation is the way the 
FDIC is viewing their authority? Is a better way to do this to make 
Title 2 more of a temporary “holding bin” where we would take a 
firm “off the grid” during a time of financial stress then put that 
firm into bankruptcy once the systemic risk has passed? 

A.7. Title II is meant to take the place of bankruptcy under limited 
circumstances; specifically, where the resolution of the failed finan- 
cial company under the Bankruptcy Code would have serious ad- 
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verse effects on U.S. financial stability. The purpose of Title II is 
to provide the FDIC with the necessary authority to resolve failing 
financial companies that pose a significant risk to U.S. financial 
stability. As receiver under Title II, the FDIC is prohibited from 
using taxpayer funds to prevent the liquidation of the failed finan- 
cial company. Equity holders in the failed financial company are 
expected to be wiped out. 

The notion of placing a large financial company into a temporary 
“holding bin” and taking it “off the grid” assumes that it could be 
accomplished in a seamless manner. However, a firm that is placed 
into a Title II receivership is expected to be highly interconnected. 
In addition, placing a large, interconnected financial firm into a 
“holding bin” is analogous to conservatorship, which Congress re- 
jected. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR KOHL 
FROM TIMOTHY F. GEITHNER 

Q.l. On the second anniversary of the signing of the Dodd-Frank 
legislation the SEC was scheduled to provide a report on the cur- 
rent credit rating agency industry. 

What actions have you and Financial Stability Oversight Council 
taken to insure that rating agencies will not repeat the same error 
of over rating issues? Has the FSOC and the SEC evaluated what 
types of reforms to the current structure would mitigate conflict of 
interest and avoid inaccuracies in the future? 

A.l. The FSOC has highlighted the role that credit rating agencies 
played in the lead-up to the financial crisis, and continues to con- 
sider the role of credit ratings in specific markets and more gen- 
erally. 

In its 2011 annual report, the FSOC noted the role that credit 
rating agencies played in the structuring and sale of residential 
mortgage backed securities and collateralized debt obligations. 
Moreover, the annual report stated that credit rating agencies did 
not understand well the complex ways that these products allo- 
cated credit risk, and that these products contributed to the build- 
up of the housing boom, the severity of the subsequent bust, and 
the broadening of the financial crisis beyond its origins in the 
subprime mortgage market. 

Further, in its 2012 annual report, the FSOC noted that credit 
ratings are critical for institutions that rely on short-term funding, 
and that the continued reliance on short-term funding for illiquid 
assets can be a source of instability for the financial system. The 
FSOC recommended reforms to mitigate the risk of instability in 
these short-term wholesale funding markets in its 2011 and 2012 
annual reports. 

Additionally, the SEC has proposed rules designed to improve 
the integrity of credit ratings and increase transparency in the rat- 
ings process. These proposed rules would require Nationally Recog- 
nized Statistical Rating Organizations to disclose information on 
internal controls, the methodology used to determine ratings, and 
the performance of past ratings. The proposed rules would also es- 
tablish strengthened protections against conflicts of interest. 
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The FSOC will continue to monitor the role of credit ratings in 
the wholesale short-term funding markets and in the financial 
services marketplace more generally. The FSOC will also discuss 
the SEC’s work to reform the oversight of credit rating agencies, 
as appropriate and consistent with the FSOC’s duties. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY 
FROM TIMOTHY F. GEITHNER 

Q.l. Are you or do you plan to consult with State insurance regu- 
lators in the evaluation of any insurance companies for possible 
designation as systemically important financial institutions? If so, 
when and with whom? If not, why? 

A.l. As required by the Dodd-Frank Act and as set out in the 
Council’s rule and interpretive guidance on nonbank financial com- 
pany designations, the Council will consult with the primary finan- 
cial regulatory agency, if any, for each nonbank financial company 
or subsidiary of a nonbank financial company that is being consid- 
ered for designation before the Council makes a final designation 
of such nonbank financial company. We have been actively con- 
sulting with appropriate State insurance regulators and will con- 
tinue to benefit from their expertise and perspective throughout 
the Council’s analysis of any insurance company being considered 
for designation. 

Q.2. Please explain how SIFI determination criteria for nonbanks 
such as interconnectedness and substitutability will be measured 
as part of the evaluation process. For example, how will FSOC de- 
termine how much interconnectedness is enough to lead to a firm 
being designated as a SIFI? Do all the factors weigh equally or are 
particular factors more (or less) important? When does the com- 
bination of factors lead to SIFI designation? Please share any 
metrics that will be used in this regard. 

A.2. The Council generally uses a broad range of company-specific 
and industry-specific quantitative and qualitative information to 
evaluate nonbank financial companies. The Council’s rule and in- 
terpretive guidance on the designation of nonbank financial compa- 
nies extensively describes the Council’s analytic framework and the 
types of analysis that the Council intends to carry out. 

During Stage 1 of the analysis, the interpretive guidance sets 
forth specific quantitative thresholds that the Council use to iden- 
tify nonbank financial companies for further evaluation. With re- 
gard to interconnectedness, the thresholds of $30 billion in out- 
standing credit-default swaps for which the company is the ref- 
erence entity, $3.5 billion of derivative liabilities, and $20 billion in 
total debt outstanding are all relevant. In addition to these Stage 

1 thresholds, the interpretive guidance provides numerous exam- 
ples of quantitative metrics that the Council can use in its Stage 

2 and Stage 3 analyses. 

Substitutability, however, is not as easily measured quan- 
titatively and is one reason that the Council does not believe that 
a determination decision can be reduced to a formula. Because each 
company considered for designation may present unique risks to fi- 
nancial stability, the Council must approach each decision based on 
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the particular facts relevant to that company, which will include a 
mix of quantitative and qualitative factors not weighted according 
to a formula but evaluated in a manner that holistically considers 
whether the company could pose a threat to U.S. financial stability. 

Additionally, the Council will provide any nonbank financial com- 
pany subject to a proposed designation with a written explanation 
of the basis for the Council’s proposed designation. This expla- 
nation provides companies with clarity with respect to the Council’s 
reasoning in arriving at proposed designations. 

Q.3. What is the current timing for designations? Roughly how 
many designations do you anticipate in first round? Roughly how 
many designations do you anticipate overall? 

A.3. In accordance with the Council’s interpretive guidance on 
nonbank financial company designations, the Council has been ap- 
plying the Stage 1 thresholds to nonbank financial companies on 
a quarterly basis, and those companies that exceed the Stage 1 
thresholds are reviewed in Stage 2. 

Each analysis is company-specific, and the timing of designations 
depends on the amount of existing public and regulatory informa- 
tion as well as the amount of information sought from the compa- 
nies directly. The Council continues to work expeditiously on this 
front. At the Council’s September 28 and October 18, 2012, meet- 
ings the Council voted to advance an initial set of companies to 
Stage 3 of its designations process, which is the final stage before 
a proposed designation. 

The Council’s rulemaking notes that, based on data currently 
available to the Council through existing public and regulatory 
sources, the Council has estimated that fewer than 50 nonbank fi- 
nancial companies meet the Stage 1 thresholds. It is not possible 
to predict the number of companies likely to be designated, due to 
the company-specific analysis that is required for each designation. 

Q.4. Given that the Treasury is a member of the Financial Sta- 
bility Board (FSB), which will make G-SIFI determinations, can 
you clarify how a company that is designated a G-SIFI but not des- 
ignated a SIFI in the U.S. will be regulated? 

For instance, how would an insurance company that is currently 
regulated at the State level be regulated as a G-SIFI? 

A.4. Council members are working closely with their international 
counterparts on a number of initiatives, including the process for 
identifying globally systemically important financial institutions 
(G-SIFIs). This international coordination is being undertaken 
with the goal of creating international standards that are as con- 
sistent as possible with domestic standards to create a level play- 
ing field and minimize the risk of regulatory arbitrage. In par- 
ticular, FIO is a member of the International Association of Insur- 
ance Supervisors (IAIS) and serves on its Financial Stability Com- 
mittee and Executive Committee. In this role, FIO has worked to 
align the IAIS methodology, criteria, and timing with the Council’s 
designation process in order to minimize the possibility that a U.S. 
insurance firm could be recommended by the IAIS for designation 
but not designated by the Council under section 113 of the Dodd- 
Frank Act. 
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The aforementioned efforts should minimize the likelihood that a 
company would be designated as a G-SIFI without being des- 
ignated by the Council. However, if such a situation arose, the 
Council would make a determination as to the appropriate course 
of action at that time. In relation to an insurer, until the IAIS fi- 
nalizes prescribed policy measures to be applied to a G-SIFI, it 
would be inappropriate to speculate about the enforcement mecha- 
nism. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR KIRK 
FROM TIMOTHY F. GEITHNER 

Q.l. As implied in Secretary Geithner’s testimony and reinforced 
by recent Ford Motor 2012 earnings projection, the eurozone reces- 
sion will impact U.S. firms {http://www.chicagotribu7ie.cojn/classi- 
fied / automotive / sns-rt-us-ford-resultsbre86o0ky- 
20120725, 0,6348895. story). 

• How will FSOC monitor and measure the systemic risk of a 
eurozone recession on the U.S. economy? 

• Is there a possibility that FSOC would recommend delay of 
regulatory rules that are shown to carry high costs until the 
eurozone crisis subsides, if such delay might minimize the risk 
of U.S. recession? 

A.l. The prospect of a eurozone recession or credit market disrup- 
tion is a principal risk to the stability of U.S. financial markets 
today. As such, the FSOC and its members will continue to monitor 
exposures of U.S. financial institutions to euro-area risks. It will 
also continue to monitor potential asset price declines that could 
arise from euro-area shocks, which could in turn translate into 
stresses on balance sheets within the U.S. financial system. De- 
creased market confidence resulting from euro-area struggles could 
lead to greater risk aversion in U.S. financial markets. The FSOC 
will remain alert to indications of such behavior and any potential 
consequences that it may have on the stability of the financial sys- 
tem. 

The FSOC’s member agencies are implementing regulations in a 
thoughtful manner that is effective and supports the financial sys- 
tem’s ability to grow, innovate, and better serve our economy. 
Delays in rulemaking could increase uncertainty, since clear rules 
are most necessary when markets are under stress. The United 
States has taken a leading role in an extensive international effort 
to improve financial regulation around the globe. The FSOC’s mem- 
ber agencies are playing an important part in coordinating this ef- 
fort globally to enhance the safety and soundness of the financial 
system and to close gaps in financial regulation. 

Q.2. Weaker eurozone countries are struggling to issue the debt 
that they need to fund current deficits. Spain currently pays an in- 
terest rate over 7 percent for debt with a 2-year maturity. 

• Do all sovereign borrowers need to learn that credit may not 
be available to them in public markets? 

• If so, what are credible funding alternatives? 
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A.2. The eurozone is undergoing a difficult, but necessary adjust- 
ment of the large economic imbalances that developed in the dec- 
ade before the global economic crisis. Countries that are reforming 
deserve strong support from their European partners. European 
fiscal and monetary authorities have committed to stabilize mar- 
kets with a credible firewall to limit market contagion and rein- 
force access to market financing at sustainable rates for countries 
undertaking difficult long-term reforms to stabilize public finances, 
restore competiveness, and repair banking systems. 

While much work remains to be done, progress toward putting 
in place Europe’s permanent crisis response facility, the European 
Stability Mechanism, and the introduction of the ECB’s new instru- 
ment aimed at restoring order and “remov[ing] tail risks for the 
euro area,” are welcome. 

Q.3. This year’s FSOC annual report notes a shift toward 
deleveraging across the U.S. economy. 

• Is this shift a factor in the slower-than-expected economic 
growth seen in the past year? 

• What is its long-term impact on the financial sector? 

A.3. The shift toward deleveraging by both households and firms 
has been a contributing factor to the pace of economic activity over 
the past year. Increased uncertainty stemming from domestic eco- 
nomic growth and eurozone concerns has led to greater risk reduc- 
tion by consumers and institutions. Debts are being paid down and 
credit flows remain substantially below the levels observed prior to 
the recent financial crisis. These trends have led to higher savings 
rates and stronger balance sheets, but have also acted to reduce 
overall consumption in the economy. 

The longer-term effects of deleveraging will depend on the extent 
to which this trend continues or is reversed. The FSOC will con- 
tinue to closely monitor the use of leverage in the financial sector 
to identify and respond to possible risks to financial stability. 

Q.4. A recent study published by the Federal Reserve Bank of New 
York finds that more than 80 percent of equity premiums earned 
since 1994 occurred in the 24 hours preceding an announcement by 
the Federal Open Market Committee (http: I / 

Iibertystreetecono7nics.newyorkfed.org/2012/07/the-puzzling-pre- 
fomc-announcement-drift.html). Does this concentration of return 
present a systemic threat? 

A.4. I appreciate you bringing this report to my attention. The 
FSOC has established an ongoing interagency process, in collabora- 
tion with the OFR, to analyze trends in financial markets and to 
identify and monitor threats to the financial system. The FSOC 
makes an annual report to Congress on identified emerging threats 
and recommendations to promote financial stability. 

Q.5. In January 2009, U.S. banks started closing Government- 
guaranteed SBA loans using a new LIBOR-based index set by the 
Small Business Administration, shifting from Prime Rate-based 
loans to LIBOR. 

• Considering the concerns that the Federal Reserve Bank of 
New York had expressed about the efficacy of LIBOR in 2008, 
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why did the Treasury Department not recommend that SBA 
programs return to a Prime Rate base before expanding SBA 
lending as part of the stimulus plan? 

• Is there are possibility that the SBA’s LIBOR index set artifi- 
cially low rates that may have discouraged banks from partici- 
pating in the SBA programs while the economy was still in re- 
cession? 

A.5. As you know, there is a broad, global effort currently under- 
way to analyze and seek reform to LIBOR and explore alternatives. 
Your specific question refers to a decision announced by the Small 
Business Administration in 2008 pursuant to its authority under 
Section 7(a) of the Small Business Act. The Treasury Department 
does not have authority over the 7(a) program. 

In an SBA Procedural Notice, dated November 14, 2008, which 
can be found on the SBA’s Web site, the SBA observed that “[d]ue 
to the globalization of the financial markets, many SBA lenders’ 
source and cost of funds (and/or internal yield model) is partially 
or completely based on the London Interbank Offered Rate 
(LIBOR) rather than the Prime Rate, which traditionally has been 
SBA’s base interest rate for establishing the maximum interest 
rate lenders can charge for SBA-guaranteed loans.” 1 According to 
the SBA, due to market turmoil, spreads between the Prime Rate 
and LIBOR narrowed such that lenders were unable to profitably 
make SBA loans based on the Prime Rate. As a result, lenders 
“substantially reduced or eliminated their SBA lending.” Following 
discussions with lenders, the SBA “concluded that allowing lenders 
to use an adjusted thirty day (one month) LIBOR rate as a base 
rate for pricing SBA loans [would] ameliorate several of the factors 
impeding small businesses’ access to capital through SBA’s guaran- 
teed loan programs.” Allowing an adjustment of three percentage 
points to the thirty day (one month) LIBOR rate “reflect [s] the his- 
torical 3 percentage point spread between the LIBOR and the 
Prime Rate and [helps] reduce the uncertainty and the financial 
risk to lenders and to secondary market participants.” 

Q.6. Currently, various financial regulators, including the Treas- 
ury, are finalizing rules for Qualified Residential Mortgages 
(QRMs), intended to assure a liquid secondary market for mortgage 
securities. Should a final rule include criteria for the borrowing 
index used to set secondary market securities and/or the under- 
lying mortgages in a QRM? 

A.6. While the Secretary of the Treasury, as Chairperson of the 
FSOC, is a coordinator of the credit risk retention rule for asset- 
backed securities, Treasury is not a rule writer. The Dodd-Frank 
Act directs the Board of Governors of the Federal Reserve, the Of- 
fice of the Comptroller of the Currency, the Federal Deposit Insur- 
ance Corporation, the Securities and Exchange Commission, the 
Federal Housing Finance Agency, and the Department of Housing 
and Urban Development to define QRM based on characteristics 
that indicate a “lower risk of default.” In adopting the final QRM 
definition, the Dodd-Frank Act provision directs agencies to con- 


Procedural Notice 5000-1081, http: / / www.sba.gov / sites / default / files / bank 5000-1081.pdf 

See also, 73 Fed. Reg. 67101 (2008). 
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sider, among other standards, underwriting and product features 
that historical data indicate reduce the risk of default, such as doc- 
umentation and verification of the financial resources relied upon 
for qualification, residual income and debt-to-income standards, 
mitigation of the potential for payment shock on adjustable rate 
mortgages, mortgage guarantee insurance or other credit insur- 
ance, and restriction the use of balloon payments, negative amorti- 
zation, prepayment penalties, interest only payments, and other 
features where data show a higher risk of default. 
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Additional Material Supplied for the Record 

“WAS HIN GTON POST” ARTICLE SUBMITTED BY SENATOR BENNET 

THE $12 TRILLION MISUNDERSTANDING: WHOSE BUDGET BLUNDER? 

The Washington Post, July 24, 2012 
By Robert J. Samuelson, Washington Post Columnist 
Call it the $12 trillion misunderstanding. 

It ranks among the biggest forecasting errors ever. Back in 2001, the Congres- 
sional Budget Office projected Federal budget surpluses of $5.6 trillion for 2002- 
2011. Instead we got $6.1 trillion of deficits — a swing of $11.7 trillion. Naturally, 
political recriminations followed. Who or what caused the change? President Bush’s 
tax cuts for “the rich”? The Iraq and Afghanistan wars? The Medicare drug benefit? 
The financial crisis? President Obama’s “stimulus”? 

Doubtlessly, the question will emerge as a campaign issue. But any intellectually 
honest answer — perhaps futile in today’s politically charged climate — will admit 
that no single cause explains the change. We now have evaluations from the CBO 
and two nonpartisan groups: the Committee for a Responsible Federal Budget 
(CRFB) and the Pew Fiscal Analysis Initiative. They all point in the same direction. 

For starters, a weak economy was the largest cause. The CBO attributes $3.2 tril- 
lion of the $11.7 trillion shift (about 27 percent) to “economic and technical 
changes.” “We overestimated how good the economy would be, even before the Great 
Recession,” says Marc Goldwein of the CRFB. 

Consider. In 2001, the CBO projected that the economy would grow about 3 per- 
cent a year over the 2002-2011 period. Actual growth from 2002 to 2007 averaged 
only 2.6 percent. From 2008 through 2011 — the Great Recession started in late 
2007 — growth averaged only about 0.2 percent annually. Slow economic growth re- 
duces tax revenues and increases spending for jobless benefits and other assistance. 

After the CBO issued its report, Sen. Rob Portman (R-Ohio), a former director of 
the Office of Management and Budget who is often mentioned as a vice presidential 
possibility, put out a press release claiming that Bush tax cuts for wealthier Ameri- 
cans (generally $250,000 or more for couples and $200,000 for singles) explained 
only 4 percent of the debt shift. The CRFB checked his math and concluded he was 
right. But all of Bush’s 2001 and 2003 tax cuts — which, except for benefits for the 
rich, are now supported by Obama — had a bigger effect, accounting for about 13 per- 
cent of the debt swing. 

Together, the weaker economy and 2001-2003 tax cuts explain 40 percent of the 
debt shift. Here’s how Pew allocates the rest. Its estimates parallel the CBO’s and 
the CRFB’s, which either cover slightly different time periods or use slightly dif- 
ferent budget categories. 

Iraq and Afghanistan wars: 10 percent 

Increases in discretionary domestic spending: 10 percent 

Other increases in defense spending: 5 percent 

Obama stimulus: 6 percent 

2010 tax cuts: 3 percent 

Medicare drug benefit: 2 percent 

Other tax cuts and means of financing: 12 percent 

Higher interest costs on larger Federal debt: 11 percent 

So, most theories (often partisan) of the $11.7 trillion shift turn out to be wrong, 
exaggerated or misleading. There were lots of causes; no single cause dominates. 

One other thing: Even projecting surpluses from 2002 to 2011, the CBO cautioned 
then that large deficits would ultimately return. 

“Over the longer term,” then-deputy CBO director Barry Anderson testified before 
the Senate Budget Committee in January 2001, “budgetary pressures linked to the 
aging and retirement of the baby boom generation threaten to produce record defi- 
cits and unsustainable levels of F ederal debt.” 

Unfortunately, that hasn’t changed. 
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Financial Stability Oversight Council 

The Financial Stability Oversight Council (Council) was established by the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) and is 
charged with three primary purposes: 

1. To identify risks to the financial stability of the United States dial could 
arise from the material financial distress or failure, or ongoing activities, 
of large, interconnected bank holding companies or nonbank financial 
companies, or that could arise outside the financial services marketplace. 

2. To promote market discipline, by eliminating expectations on the part of 
shareholders, creditors, and counterparties of such companies that the 
U.S. government will shield them from losses in the event of failure. 

S. To respond to emerging threats to the stability of the U.S. 
financial system. 

Pursuant to the Dodd-Frank Act, the Council consists of 10 voting members 
and 5 nonvoting members and brings together the expertise of federal financial 
regulators, state regulators, and an insurance expert appointed by the President. 

The voting members arc: 

• the Secretary of the Treasury, who serves as the Chairperson of 
the Council; 

• the Chairman of the Board of Governors of the Federal Reserve System; 

• the Comptroller of the Currency; 

• the Director of the Bureau of Consumer Financial Protection; 

• the Chairman of the Securities and Exchange Commission; 

• the Chairperson of the Federal Deposit Insurance Corporation; 

• the Chairperson of the Commodity Futures Trading Commission; 

• the Director of the Federal Housing Finance Agency; 

• the Chairman of the National Credit Union Administration; and 

• an independent member with insurance expertise who is appointed by 
the President and confirmed by the Senate for a six-sear term. 

The nonvoting members, who serve in an advisory capacity, are: 

• the Director of the Office of Financial Research; 

• the Director of the Federal Insurance Office; 

• a state insurance commissioner designated by the state insurance 
commissioners; 

• a state banking supervisor designated by the state banking supervisors; and 

• a state securities commissioner (or officer performing like functions) 
designated by the state securities commissioners. 

The state insurance commissioner, state banking supervisor, and state securities 
commissioner serve two-year terms. 

Financial Stability Oversight Council 
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Statutory Requirements for the Annual Report 

Section 112(a)(2)(N) of the Dodd-Frank Act requires that the Annual Report 
address the following: 

l the activ ities of the Council; 

il significant financial market and regulator)’ developments, including 
insurance and accounting regulations and standards, along with an 
assessment of those developments on the stability of the financial system; 

iii. potential emerging threats to the financial stability of the 
United States; 

iv. all determinations made under Section 1 IS or Title VIII, and the 
basis for such determinations; 

v. all recommendations made under Section 1 19 and the result of such 
recommendations; and 

vi. recommendations— 

I. to enhance the integrity, efficiency, competitiveness, and stability 
of United States financial markets; 

II. to promote market discipline; and 

III. to maintain investor confidence. 

Approval of the Annual Report 

This Annual Report was approved unanimously by the voting members of the 
Council on July 18. 2012. Except as otherwise indicated, data cited in this report 
is as of July 6, 2012. 

Abbreviations for Federal Member Agencies of the Council 

• Department of the Treasury (Treasury) 

- Office of Financial Research (OFR) 

- Federal Insurance Office (FIO) 

• Board of Governors of the Federal Reserve System (Federal Reserve) 

• Comptroller of the Currency (OCC) 

• Bureau of Consumer Financial Protection (CFPB) 

• Securities and Exchange Commission (SEC) 

• Federal Deposit Insurance Corporation (FDIC) 

• Commodity Futures Trading Commission (CFTC) 

• Federal Housing Finance Agency (FHFA) 

• National Credit Union Administration (NCUA) 
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Executive Summary 


In the nearly live yean since the initial strains of the subprime crisis emerged, 
the U.S. financial system has traveled from the brink of collapse in late 2008 
and early 2009 to a more resilient system with stronger capita], more liquidity, 
improved funding, and important progress on reform. Even with that progress, 
however, the Financial Stability Oversight Council (Council) believes that the 
financial system in the United States and globally still faces significant challenges. 
Investor confidence has not been restored to pre-crisis levels. The crisis in the 
euro area and general weakness in global economic growth present identifiable 
threats to financial stability. There is still work to be done to address structural 
vulnerabilities within the financial system itself. 

A key feature of the current environment is the stress in the euro area, which has 
disrupted sovereign debt markets and put considerable pressure on euro area 
banks. European leaders recognize the need to address near-term strains and 
are continuing to elaborate a path towaid greater fiscal and financial union that 
would garner both political and market support Because the combined economies 
of the euro area constitute the second largest economy in the world and are home 
to many of the world's largest and most interconnected financial institutions, 
problems in Europe could have very real consequences for financial stability in the 
United States. 

The potential threats from the crisis in Europe and continued economic weakness 
in the United States and globally underscore the need for regulators to continue 
strengthening the financial system and addressing structural vulnerabilities. Such 
reforms are essential to ensure that financial markets continue to serve the real 
economy even during periods of stress. Reducing amplification mechanisms and 
strengthening shock-absorbing capacity make the financial system more resilient, 
whether shocks originate from inside or outside the system. This increased 
resilience in turn can reduce, though not eliminate, the impact these shocks 
deliver to economic activity and employment. More broadly, a sound financial 
system is a necessary foundation for sustained grow th. 

Both our financial health and our reform efforts arc inextricably linked to 
the rest of the world. The very complexity of the global financial system makes 
designing and implementing effective reforms an inherently challenging process 
that at times moves more slow ly than would be the case if we acted alone. 
International coordination is necessary, however, as there are key areas where the 
effectiveness of the U.S. reforms will depend on a level playing field with strong 
and consistent regulatory regimes internationally. 

Macroeconomic Environment 

Three years after the end of the deepest and longest recession since the Great 
Depression, the U.S. economy is expanding at a moderate pace, but growth has 
not accelerated to the rate required to make rapid progress replacing lost jobs 
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and meeting the employment needs of a growing workforce. Consequent!)', while 
unemployment has trended down, it remains at unacceptably high levels. 

Investment spending in the first half of 2012 appears to be growing at a restrained 
pace, likely reflecting continued subdued confidence and elevated uncertainty. 
Corporate balance sheets are generally strong, and large businesses have access to 
ample financing in the capital markets. Smaller businesses, in contrast, continue to 
face a more challenging operating environment that has constrained their recovery. 

Consumption continues to expand, but U.S. households still sec only modest 
growth in income. Housing remains a drag on household balance sheets 
and weighs on broader economic activity, as housing wealth has declined by 
30 percent or $6.8 trillion from its peak in 2006:Q1 to 2012.Q1. Aggregate 
household debt is declining gradually, but remains well above historical levels 
as a percentage of GDP. Access to mortgage credit is still constrained for many 
households, limiting the extent to which they can benefit from low interest 
rates. Overall, the mortgage market remains dependent on the Federal Housing 
Administration and the government-sponsored enterprises (GSEs). Housing 
activity remains weak, but there arc some positive signs emerging in recent data. 

Fiscal policy is no longer providing support to growth as it did in 2009-2010, and 
the federal deficit is declining as a share of GDP In addition, states and localities 
are a drag on demand and employment as they struggle to repair their finances. 
However, the U.S. government has benefited from very low interest costs, a factor 
that will reverse over time as monetary policy normalizes. 

In the long run, U.S. budgetary trends are unsustainable and must be addressed 
in a manner that is consistent with supporting the ongoing recovery. The aging of 
the population and the rising costs for health care will add to long-term deficits. 
States and localities remain challenged by unfunded pension obligations. 

Abroad, growth in Europe has slowed sharply as GDP has declined in a 
number of nations. Growth in most emerging market economics (EMEs) 
remains high relative to the industrialized world, but has been slower of late, 
with more variation in performance. EMEs, particularly China, have taken an 
increasingly important role in the global economy. However, dependence on 
export and investment-led growth leaves many of these economies exposed to 
weaker prospects in the developed world. Weak global growth limits the self- 
healing capacity of financial institutions and can put stress on parts of the 
financial system. 

Financial Developments 

Market volatility increased sharply in the summer and fall of 2011 around the 
U.S. debt ceiling debate, and intensified at the end of 2011 and in the spring 
and early summer of 2012 amid concern over Europe. The debt limit debate and 
questions about the political will to resolve U.S. fiscal challenges led Standard 
and Poor's to downgrade the long-term sovereign credit rating of the United 
States from AAA to AA+ in August 2011. However, demand for U.S. sovereign 
debt remains strong. As sovereign bond yields in the euro area periphery 
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increased, sovereign yields in the United States, Japan, the United Kingdom 
and Germany declined further and are now at historically low levels. These 
low yields reflect both safe-haven inflows as well as expectations that global 
economic weakness may warrant prolonged monetary policy accommodation. 
Extraordinarily low interest rates provide essential support to growth and 
jobs, but this low-growth, low-rate environment represents a challenge for life 
insurers, pension funds, money market funds (MMFs), and some banks and 
credit unions, which invest the savings of many Americans. 

Financial stress in Europe and consequent spillovers to the United States has 
been mitigated to some degree by the aggressive provision of liquidity within 
the euro area. In the initial stages of the crisis, the European Central Bank 
(ECB) purchased peripheral sovereign debt directly. U.S. dollar swap lines were 
extended and their fees reduced, and the ECB conducted two large longer-term 
refinancing operations and authorized further financing under the Emergency 
Liquidity Assistance process for banks in the hardest-hit countries. 

U.S. financial institutions have strengthened their balance sheets by augmenting 
their capital levels and by accumulating more liquid assets. They also have more 
stable funding profiles than in recent years, with greater use of deposits and less 
reliance on short-term wholesale funding. The number of bank failures has been 
decreasing since 2010, and the FDIC’s list of problem banks is shrinking. 

Within the euro area, a number of banking systems remain under stress. 
Recently, the Spanish government announced plans to strengthen its bank 
recapitalization fund with EU support. In late June 2012, euro area heads of 
government proposed to allow the European Stability Mechanism (ESM) to 
recapitalize banks directly, rather than through national governments, and to 
establish a single European banking supervisor. At a subsequent meeting on July 
9. euro area finance ministers welcomed the European Commission’s intention 
to present proposals in early September for a single supervisory mechanism 
involving the ECB, with the European Council expected to consider these 
proposals by the end of 2012. 

Meanwhile, European financial institutions are reducing their share of lending 
activity— including sovereign debt purchases— in other euro area states. Cross- 
border financing of current account deficits by private sector financial institutions 
in core Europe has declined. Official sector funding, notably in the form of ECB 
loans to banks in peripheral Europe, is making up for this decline. 

Periods of risk aversion in short-term funding markets, particularly in the fall of 
2011, have only reinforced the need to promptly address sources of vulnerability 
in these markets, such as weaknesses in ihe tri-party repo infrastructure and 
among money market funds. Over the past year, the U.S. tri-party repo market 
continued to shift away from non-traditkmal, riskier collateral towards Treasury 
and agency obligations. However, limited progress has been made in substantially 
reducing the reliance of this market on intraday credit or improving risk- 
management and collateral practices to avoid fire sales in the event of a large 
dealer default. Money market funds continue to maintain short weighted average 
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maturities and have shifted their portfolio composition more toward government 
debt and repurchase agreements, although they retain some exposure to riskier 
assets. As highlighted last year, money market funds remain susceptible to 
destabilizing runs because the commitment to a stable net asset value, without 
the requisite buffers to absorb losses, gives investors, particularly institutional 
investors, an incentive to be the first movers in redeeming shares. 

Meanwhile, advances in technology continue to transform the business of 
trading, providing financial markets with enhanced speed and efficiency while 
potentially enabling increased transparency. The market infrastructure has 
generally functioned well over the past year. Still, the trend towards high-speed 
algorithmic trading, and the resulting increases in market complexity, may create 
vulnerabilities like those witnessed in the "flash crash' of 2010. 

Dodd-Frank Implementation and Activities of the Financial Stability Oversight Council 
Over the past year, financial regulators have focused on strengthening the 
financial system against potential threats and eliminating incentives to take 
excessive risk. These efforts are most notable in steps to implement the Dodd- 
Frank Act. The financial reforms in the Dodd-Frank Act are designed to create a 
more rrsilirnt financial system that is better able to absorb a wide range of shocks, 
whether they originate within the financial system (as with the subprime crisis of 
2007), outside it (for instance in the event of an oil price shock), or a combination 
of the two (as is the case with the problems in the euro area). Regulators arc 
making progress in implementing the Dodd-Frank Act in a consistent and 
coordinated manner. The reform effort has proceeded along four broad 
dimensions: strengthening the safety and soundness of core financial institutions; 
making financial markets more resilient and transparent; implementing new 
authorities to resolve large, complex financial institutions; and enhancing investor 
and consumer protections. 

As a result of this effort, federal banking regulators have imposed tougher 
standards on the largest, most complex financial institutions. The Federal 
Reserve has proposed enhanced prudential standards for large bank holding 
companies— standards that will also apply to nonbauk financial companies 
designated by the Council for Federal Reserve supervision. Through the 
Comprehensive Capital Analysis and Review (CCAR) process, it evaluated bank 
holding companies' capital planning processes to ensure that they would remain 
well capitalized in a stressed economic scenario. In addition, the Federal Reserve, 
FDIC, OCC, SEC, and CFTC proposed substantively identical proposals to 
implement the Volcker Rule, which prohibits banks from engaging in proprietary 
trading, and (subject to certain exemptions) from owning, sponsoring, or having 
certain relationships with, a hedge fund or private equity fund. In June 2012, 
federal banking regulators finalized changes to the market risk capital rule to 
better reflect the risks faced by an institution and to help ensure the adequacy 
of capital related to an institution’s trading positions. Concurrently, they invited 
comment on three joint proposed rules to implement Basel HI and the Dodd- 
Frank Act that will increase the amount of high-quality capital banks are required 
to hold relative to their risk exposures. 
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Regulators led by the FDIC hast also taken important steps to build a framework 
under the ‘orderly liquidation authority" (OLA) that could be used to resolve a 
large failing financial company in cases where normal bankruptcy would have 
serious adverse effects on financial stability in the United States. The purpose of 
OLA is to ensure that in the event of a big financial company's failure the cost is 
borne by its shareholders and creditors and not the U.S. taxpayer. Establishing 
the framework under OLA and progressively working through the many practical 
issues required to implement this authority is essential to end the perception 
that some financial companies arc ‘too big to fail" and to address other moral 
hazard problems. The Dodd-Frank Act also requires the largest bank holding 
companies to produce resolution plans or "living wills" to explain how they could 
be resolved in an orderly manner if they failed. In July 2012 the first such plans 
were submitted to the Federal Reserve and the FDIC. 

A stable financial system also requires resilient and transparent markets. To this 
end, the CFTC and SEC have proposed and begun to finalize rules that will 
provide, for the first time, a comprehensive regulatory framework for the over- 
the-counter derivatives market. Hie CFTC and SEC have adopted final rules that 
provide precise definitions of the instruments and entities to be covered. The 
CFTC has adopted rules that increase market transparency for both the public 
and regulators; provide for centralized reporting of trades; require swap dealers 
to establish risk-management policies; and require swap dealers to interact fairly 
with customers in their sales practices. In addition, the CFTC has completed 
rules related to designated contract markets, which will be able to list and trade 
swaps, and position reporting rules for physical commodity swaps. Regulators 
arc also working together to strengthen financial market utilities (FMUs)— the 
infrastructures that transfer, clear, and settle financial trades — to enhance their 
ability to withstand the failure of participating firms. To this end, the Federal 
Reserve and the SEC have proposed, and the CFTC has finalized, rules for FMUs. 
including rules establishing risk-management requirements for these entities. In 
addition, the Council has made ns initial designations of sysicmically important 
FMUs. The Office of Financial Research (OFR) is making substantial progress to 
improve the quality and availability of financial market data. 

Regulators continue to bring greater transparency to the financial markets. The 
SEC has implemented the Dodd-Frank Act's requirement that advisers to most 
hedge funds and certain other private funds register with the SEC. As of March 
31, 2012, public reporting of the identities of these advisers is required, as well as 
information about the private funds' size and key service providers. In addition, 
in October 2011 the SEC and CFTC adopted a joint rule that requires non-public 
reporting by certain advisers to hedge funds and other private funds to facilitate 
the assessment of systemic risk. This non-public reporting includes information 
about the operations and risk profiles of these private funds, which will enable 
regulators to review risk trends over time. 

Regulators are working to strengthen protections for consumers and investors. 
Notably, the CFPB has adopted and proposed a variety of rules required 
under the Dodd-Frank Act, including the adoption of new rules to provide 
protections to consumers who make remittance transfers and the proposal of 
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rules to consolidate mortgage loan disclosure forms to make loan information 
more useful to consumers and to reduce burdens on lenders. In addition, the 
CFPB launched its supervision program for very large depositor)- institutions 
(in coordination with prudential regulators) and for certain nonbanks. It 
has established its consumer response function, and assumed rulemaking 
responsibility for federal consumer financial laws. 

Because financial markets arc global, U.S. authorities arc closely engaged 
in international regulatory negotiations as they continue to implement the 
Dodd-Frank Act. The effectiveness of reform at home could be undermined 
if risk is able to migrate to jurisdictions with weaker standards. Therefore, it is 
essential to have internationally consistent regulations on capital and liquidity, 
resolution regimes, derivatives markets and regulation of large, complex financial 
institutions, while acknowledging that individual countries may require different 
approaches based on structural differences in their financial systems. The task of 
achieving strong and consistent global standards is essential because the ultimate 
outcomes of US. and international reform efforts are intimately connected. 

While much progress has been made, U.S. regulators arc operating with 
limited resources to implement reforms that apply to very complex markets and 
institutions and are essential for the national economic interest. Ultimately, for 
these reforms to be successful, regulators must have the necessary resources to 
undertake their policymaking, supervisory and enforcement responsibilities. 

The Council— which brings together our many different regulatory agencies— 
has convened 12 times since last year's report to share information on key 
financial developments, coordinate on regulatory implementation, and monitor 
progress on recommendations from the first annual report The Council finalized 
a rule outlining the process it will use for determining which nonbank financial 
companies will be supervised by the Federal Resene and subject to enhanced 
prudential standards, including resolution planning requirements. As previously 
discussed, the Council has also designated an initial set of sysiemically important 
financial market utilities that will be subject to enhanced risk-management 
standards. It remains focused on both identifying near-term threats and 
addressing structural vulnerabilities in the financial system. 

Potential Emerging Threats to U.S. Financial Stability 

Threats to financial stability, like threats to national security, arc always present, 
even if they are not always easy to discern in advance. The euro area poses an 
obvious risk to U.S. financial stability. To dale, euro area authorities have been 
able to prevent a major dislocation by providing large quantities of liquidity to 
their banking systems, and by providing official sector funding on a case-by- 
case basis, conditional on fiscal and structural reforms, for nations that have 
lost market access. The nations under stress have taken painful steps to reduce 
structural fiscal deficits, and have undertaken sonic economic liberalization 
in an effort to boost growth and competitiveness. Euro area leaders have also 
taken actions towards recapitalizing troubled banks. However, the uncertainty 
surrounding euro area developments remains high. 
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Many argue that the euro area needs a more system-wide solution that deepens 
financial and fiscal integration and completes economic and monetary union. 
Such a solution might include a roadmap to strengthen the institutional 
foundations of the euro, with appropriate governance and incentives, as well as a 
credible crisis-fighting bridge to that future set of arrangements. 

Moreover, the challenges surrounding Greece have focused market attention 
on the sustainability of countries’ euro membership and the costs of a potential 
euro breakup. The establishment of the single currency was a remarkable step 
towards greater European unity, and dissolution of the euro would come at 
great cost. Specifically, market participants highlight credit risk, legal risk, and 
redenomination risk— the risk that obligations due in euros will be repaid in an 
alternative, less valuable, currency. 

The direct net exposures of large U.S. banks to the most stressed euro area 
sovereigns are very small relative to capital. However, a systemic crisis in Europe, 
in which contagion and spillover effects spread widely among euro area countries 
and markets, represents a significant risk for U.S. institutions. In addition, asset 
price declines due to shocks originating in the euro area would likely have an 
adverse impact on the balance sheets of U S. institutions, as would a generalized 
deterioration in market sentiment due to increased European volatility. 

While Europe is the principal financial stability risk facing the U.S. financial 
system today, it is not the only source of potential threat. The U.S. recovery has 
not yet transitioned from moderate to self-sustainable growth. The "fiscal cliff" 
around year end— including expiration of the tax cuts originally enacted in 
2001 and 2003, the expiration of payroll tax cuts and extended unemployment 
benefits, and the Budget Control Act-mandatcd sequester— represents a threat to 
the recovery and financial stability if not addressed. 

Structural and cyclical weaknesses persist in the housing sector, including the 
large number of households with low or negative equity in their homes. As a 
result, the housing market could face increased pressures should there be a 
slowdown in economic growth. Meanwhile, cybcrsccurity remains a constant area 
of concern and potential vulnerability. 

Risks could also arise from uncertainty about the vigor of global growth outside 
Europe, including in the emerging markets. Authorities in China and a number 
of other EMEs face the challenge of supporting demand and employment at a 
time of weakness in the industrialized world while attempting to avoid fuelling 
domestic real estate bubbles. China's substantial contribution to global growth 
and its purchases of advanced economy debt mean that a hard landing there 
would have important implications for the U.S. economy. 

It is essential to enhance the resilience of the financial system against both the 
threats that we can identify today and ones we cannot. Vulnerabilities in the 
financial system can be grouped into three broad classes or types: inherent 
vulnerabilities (features of our financial system that will always make financial 
markets and institutions fragile), potential control weaknesses (failures in 
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Annual Report Recommendations 


The Dodd-Frank Act requires the Council to make annual recommendations 
to: (I) enhance the integrity, efficiency, competitiveness, and stability of U.S. 
financial markets; (2) promote market discipline; and (3) maintain investor 
confidence. In this section, we discuss the ongoing work of the Council, its 
members, and the private sector to address these important mandates and lay out 
concrete recommendations. 

3.1 Reforms to Address Structural Vulnerabilities 

Reforming Structural Vulnerabilities in Wholesale Short-Term Funding Markets 

Stable wholesale short-term funding markets are a critical component of a well- 
functioning financial system, but if they suffer disruptions, these markets can 
rapidly spread shocks across financial institutions. The Council continues to be 
particularly focused on structural vulnerabilities in money market funds (MMFs) 
and the tri-party repo market, as follows. 

Money Market Funds 

The Council continues to support the implementation of structural reforms 
to mitigate the run risk in MMFs. Specifically, these reforms are intended to 
address the structural features of MMFs that caused a run on prime MMFs and 
the freezing of the short-term credit markets after the Resene Primary Fund was 
unable to maintain a stable net asset value (NAV) in September 2008. In 2010, 
the SEC adopted MMF reforms designed to make MMF portfolios more resilient 
by improving credit quality standards, reducing maturities, and— for the first 
time— instituting liquidity requirements. The 2010 reforms appear to be working 
as designed and meeting the intended goals. However, the SEC's 2010 reforms 
did not address— and were not intended to address— two core characteristics of 
MMFs that continue to contribute to their susceptibility to destabilizing runs. 

First, MMFs have no mechanism to absorb a sudden loss in the value of a portfolio 
security, without threatening the stable $1.00 NAV. Second, there continues to be 
a "first mover advantage" in MMFs, which can lead investors to redeem at the first 
indication of any perceived threat to the value or liquidity of the MMF. 

SEC Chairman Schapiro recommended two alternative reforms to address these 
remaining structural fragilities. They are (!) a mandatory floating NAV; and/ 
or (2) a capital buffer to absorb losses, possibly combined with a redemption 
restriction to reduce the incentive to exit the fund. The Council supports this 
effort and recommends that the SEC publish structural reform options for public 
comment and ultimately adopt reforms that address MMFs susceptibility to runs. 

In addition, the OCC issued a proposed rulemaking in April 2012 that would 
partially align the requirements for short-term bank common and collective 
investment funds (STIFs) with the SEC’s revisions to Rule 2a-7 under the 
Investment Company Act. In an effort to impose comparable standards on 
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comparable financial activities, the Council further recommends that, where 
applicable, its members align regulation of cash management vehicles similar 
to MMFs within their regulatory jurisdiction to limit the susceptibility of these 
vehicles to run risk. 

Tri-Party Repo Market 

The elimination of most intraday credit exposure and the reform of collateral 
practices in the tri-party repo market continues to be an area of intense focus for 
the Council. The Tri Party Repo Infrastructure Reform Task Force was formed 
in September 2009 in response to the financial crisis. Before being disbanded in 
February 2012. the Task Force accomplished a number of changes in process and 
practice that laid a foundation for future risk reduction, including: (1) moving 
the daily unwind of some repos from 8:30 a.m. to 3:30 p.m., which shortens the 
period of credit exposure; (2) introducing automated collateral substitution; and 
(3) introducing three-way trade confirmation functionality. While important, 
these changes do not meaningfully reduce reliance on intraday credit from the 
clearing banks. 

The industry has indicated that elimination of intraday credit associated with 
tri-party settlement will be a multi-year effort. The Council views this proposed 
timeline as unacceptable to achieve timely substantive reductions in risk. The 
Council recommends that the industry implement near-term steps to reduce 
intraday credit usage within the next 6 to 12 months and an iterative strategy over 
six-month increments to continue both to reduce intraday credit substantially 
and to implement improvements in risk-management practices across all market 
participants. In addition, the Council recommends that regulators and industry 
participants work together to define standards for collateral management in 
tri-party repo markets, particularly for lenders, such as MMFs, that have legal or 
operational restrictions on the instruments that they can hold. 

Customer Proteebon Standards and Segregation ot Customer Assets 

Financial intermediaries hold customer assets for a variety of purposes, such as 
maintaining cash balances prior to investment and as margin. Intermediaries 
are able to increase efficiencies and lower costs for their customers by investing, 
and earning a return on, these customer assets. However, appropriate limits 
on the ways in which intermediaries can use these assets, including customer 
segregation rules, are a necessary pan of strong customer protection standards 
that contribute to market integrity and confidence. Customer protection 
standards also help ensure the prompt return of assets to customers in the event 
of a financial intermediary’s insolvency. Recent developments highlight the 
importance of such standards, including protection standards for trading in 
foreign markets, that are well-understood by market participants and enforced 
by regulators. 

The CFTC and SEC recently took a number of actions to maintain strong 
standards for customer protection. Specifically, in December 2011, the CFTC 
amended its rules to add additional safeguards to the processes whereby 
customer funds may be invested by derivatives clearing organizations and futures 
commission merchants. In addition, in February 2012, the CFTC adopted new 
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standards to protect the collateral posted by customers clearing swaps through 
futures commission merchants on derivatives clearing organizations. Further, the 
SEC recently reopened the comment period on a 2007 proposal to amend certain 
customer protection rules. 

The Council recommends that regulators continue to take steps to enforce 
existing customer protection standards and to enhance such standards going 
forward, particularly in light of the reforms to the swaps market introduced by 
the Dodd-Frank Act. The Council further recommends that regulators consider 
strengthening regulations governing the holding and protection of customer 
funds deposited for trading on foreign futures markets. 

Clearinghouse Risk Management 

The Dodd-Frank Act mandates central clearing of standardized swaps to mitigate 
the counterparty risk inherent in bilateral, over-the-counter (OTC) transactions. 
Although central clearing decreases counterparty risk, it also increases the 
concentration and operational risks presented by a clearinghouse standing 
between the two sides of numerous transactions. 

The Dodd-Frank Act provides various tools that can be used to address this 
increased concentration risk. For example, the Council is authorized to designate 
financial market utilities as systemically important, which subjects such utilities 
to heightened risk-management standards. As discussed in more detail in Section 
6. the Council recently designated a number of financial market utilities. The 
CFTC and SEC also took actions to further strengthen clearinghouse risk- 
management standards. For example, in November 2011, the CFTC adopted 
new risk-management standards for derivatives clearing organizations and 
the SEC continues to work to finalize rules on risk-management standards for 
clearing agencies. 

The Council recommends that regulators continue to seek ways to strengthen the 
risk-management standards for clearinghouses and to work together to monitor 
clearinghouse practices across their respective jurisdictions to determine industry 
best practices that could be followed more broadly. 

3.2 Heightened Risk Management and Supervisory Attention 

Robust Capital and liquidity Planning 

Capital and liquidity buffers form the most fundamental protection for the 
broader financial system and the economy against unexpected risks or failures 
of risk management at financial institutions. Consistent with the Council's 
2011 report, considerable progress has been made over the past 12 months on 
robust capital and liquidity planning at U.S. financial institutions. In addition 
to carrying out the 2012 Comprehensive Capital Analysis and Review (CCAR) 
exercise, the Federal Reserve proposed enhanced prudential standards, including 
capital and liquidity planning requirements, for the largest bank holding 
companies and for nonbank financial companies designated by the Council. 
Jointly with the FDIC and OCC, the Federal Resent released supervisory 
guidance on stress testing for all banking organizations with total consolidated 
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recovery, it can also pose particular challenges for financial institutions 
by compressing net interest margins and inducing losses on products with 
guaranteed returns, leading such institutions to pursue riskier investment 
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assets over $10 billion in May 2012. In June 2012, the Federal Reserve, FDIC, and 
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strategies in an effort to “reach for yield.' Often, such strategies only show their 
negative consequences when a shift occurs in interest rates or credit conditions. 
Banking regulators and the NCUA, working with the Federal Financial 
Institutions Examination Council (FFIEC). released an advisory on Interest 
Rate Risk Management in January 2010 and provided additional clarification 
on this advisory through the issuance of an FAQ in January 2012. This guidance 
recommends stress testing for: (1) instantaneous and significant changes in the 
level of interest rates: (2) substantial changes in rates over time; (3) changes in 
the relationships among key market rates; and (4) changes in the slope and the 
shape of the yield curve. The NCUA also issued a final rule in January 2012 aimed 
at mitigating interest rate risk in credit unions. 

The Council recommends that regulatory agencies and private sector risk 
managers continue their scrutiny of how potential changes in interest rates could 
adversely affect the risk profiles of financial firms and recommends using extreme 
but plausible interest rate scenarios in stress testing. 

Maintain Discipline In Complex Trading Strategies. Underwriting, and New 
Financial Products 

Events in the past year, including the publicly announced trading loss at 
JPMorgan Chase, demonstrate the importance of robust risk management 
when addressing complex trading strategies, illiquid positions, or concentrated 
exposures to areas of heightened risk. Such risk-management practices include: 
strong and clear lines of authority, reporting, and oversight; rigorous and 
ongoing validation of models used to design, execute, and control trading 
strategies; a formal process for changes to approved models; appropriate risk 
limits and metrics; and strong capital buffers. The Council recommends that 
financial institutions' senior management establish, and directors approve, 
strong risk-management and reporting structures to help ensure that risks arc 
assessed independently and at appropriately senior levels. The Council further 
recommends that institutions establish clear accountability for failures of 
risk management. 

While these examples highlight the importance of risk management in 
trading strategies, similar dynamics operate in maintaining disciplined credit 
underwriting standards and in vetting emerging financial products. In its 2011 
Report, the Council noted the importance of maintaining discipline in credit 
underwriting standards and responding appropriately when there are signs 
that loan terms may allow borrowers to take on excessive risk. The 2011 Report 
also highlighted leveraged lending as an area for continued monitoring. While 
there was a pull-back in leveraged lending during the crisis, volumes have since 
increased while underwriting practices have deteriorated. In response to these 
trends, the federal banking agencies in March 2012 issued for comment revised 
and strengthened supervisory guidance to govern leveraged transactions financed 
by banks. The Council recommends that oversight of all of these activities 
continue to form an ongoing focus of supervisors' efforts and the Council's 
monitoring of the financial system. 
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The U.S. housing finance system has required extraordinary federal government 
support over the past several years. Since September 2008, Freddie Mac and 
Fannie Mae (the government-sponsored enterprises, or GSEs) have been in 
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conservatorship under FIIFA. Even today, nearly four years later, approximately 
90 percent of newly issued mortgages carry some form of government support, 
and the market continues to lack sufficient private capital to back residential 
mortgage credit risk. 

During the past year, certain member agencies of the Council worked on 
a framework for housing reform that facilitates increased private sector 
involvement, while protecting consumers from abuses and reducing taxpayer 
exposures. In early 2012, FHFA released a Strategic Plan for the GSEs to develop 
approaches to mortgage finance infrastructure that could support any potential 
path towards broader housing reform going forward. The Strategic Plan is 
designed to reduce the GSEs' risk profile and to increase incentives for the private 
sector to absorb mortgage credit risk through improved pricing and enhanced 
risk sharing. At the same time, it preserves a role for the GSEs in mitigating credit 
losses from the legacy book and providing foreclosure alternatives to borrowers, 

In addition, the CFPB is working toward implementing important Dodd-Frank 
Act rules to help ensure that lenders make a reasonable determination, based 
on verified information, that a consumer has the ability to repay a loan. Such 
prov isions can help protect consumers from many of the abuses that led up to the 
crisis and can improve transparency and confidence in the mortgage markets. 

Member agencies of the Council arc also working to promote more efficient 
markets for residential mortgage-backed securities (RMBS). In particular, the 
SEC continues to consider appropriate disclosure rules for RMBS, forming part 
of its Regulation AB. which will provide private market participants with more 
transparent information about the assets underlying RMBS. Enhanced clarity 
and guidelines for asset-backed securities, including securitization of residential 
mortgages, is also the goal of work by five Council member agencies, along with 
the U.S. Department of Housing and Urban Development (HUD), on the Dodd- 
Frank Act’s risk retention rule. 

All of these efforts are important near-term steps to encourage private capital 
to take on additional mortgage credit risk. Nonetheless, additional certainty is 
necessary about the future of housing finance infrastructure and related policy 
issues to further promote the return of private capital. In particular, there do 
not yet exist broadly agreed-upon standards to characterize the quality and 
consistency of mortgage underwriting. Such standards are necessary to support 
the valuation and liquidity of mortgage-backed instruments. There continue to 
be non-uniform foreclosure practices across different states. And there remains 
uncertainty about the legal liability of a mortgage securitizcr should a loan fail 
to conform to representations and warranties that were made about specific 
loan characteristics. 

Treasury and HUD, in their joint white paper on longer-term housing 
finance reform released in February 2011, put forth a range of options for the 
governments role in a privatized system of housing finance. Treasury continues to 
evaluate these options and continues to pursue working with Congress on these 
issues to support a safer and more robust long-term housing finance system. 
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The Council recommends continued work to develop a long-term housing 
finance reform framework that supports the central role of private capital and 
the emphasis on consumer and investor protections in any future housing finance 
system. It is critical for the Council members, HUD, and Congress to continue 
their work to develop standards and best practices. In addressing these issues, 
Council members should be mindful of the important role of housing in the 
economy, tlic nascent recovery, and household (inances and act to balance these 
concerns. As the Council members, HUD, and Congress continue their work to 
establish a new and lasting system for housing finance, it is critical to address the 
weaknesses that became evident in the recent housing crisis. 

Mortgage Servicing Standards and Servicer Compensation Reform 
The Council continues to focus on the need for national mortgage servicing 
standards and servicer compensation reform to strengthen confidence in the 
mortgage market. The lack of clear servicing standards in the period leading up 
to the housing crisis led to problems in assisting borrowers to avoid foreclosure, 
inappropriate senicing practices, and additional losses for investors. 

In early 2011, the federal prudential banking regulators, along with HUD, FHFA, 
and Treasury, formed an interagency working group to address the need for 
fair, clear, and uniform national sen icing standards. This followed an earlier 
review by the Federal Reserve, OCC, and FD1C of major servicers that resulted 
in supervisory consent orders that are now being implemented by the largest 
mortgage servicers. Also in April 2011, FHFA announced the Senicing Alignment 
Initiative for Fannie Mae and Freddie Mac, which produced a consistent set of 
protocols for senicing mortgages from the onset of delinquency. In February 
2012, the federal government (led by the Department of Justice, together with 
Treasury and HUD) and 49 states reached a $25 billion settlement with the 
nation’s five largest mortgage servicers to address mortgage loan servicing and 
foreclosure abuses. The CFPB joined the interagency working group in July 2011, 
and in April 2012 provided a public outline of its plans for mortgage servicing 
regulations, with formal rules expected to be proposed for comment this summer. 

In addition, in September 2011, the Joint Mortgage Servicing Compensation 
Initiative, launched by FHFA. released a discussion document seeking comments 
on two alternative servicing compensation structures for servicing single-family 
mortgages. The current structure of mortgage servicing compensation could 
have contributed to an underinvestment in servicing capacity and greater 
concentration in the mortgage servicing industry. One proposal would establish a 
reserve account within the current compensation structure that could be used to 
increase sen icing capacity in times of stress. The other proposal would create a 
new fee-for-service compensation structure to better align incentives and reduce 
the capital intensity of mortgage senicing assets. 

Mortgage senicing standards can contribute to long-term senicing improvements 
for all borrowers and other participants in the mortgage market. The Council 
recommends that the FHFA, HUD, CFPB, and the other agencies, as necessary, 
develop comprehensive mortgage senicing standards that require consistent 
and transparent processes for consumers and promote efficient alternatives to 
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foreclosure where appropriate. In addition, the Council recommends continued 
efforts to implement compensation structures that align the incentives of 
mortgage servicing with those of borrowers and other participants in the 
mortgage market. 

3.4 Progress on Implementation and Coordination of Financial Reform 

The Dodd-Frank Act 

In the two years since the Dodd-Frank Act became law, members of the Council 
and their agencies have proposed and finalized a substantial number of rules 
implementing provisions of the Act, and they continue to work on additional rules 
in a coordinated manner. The reforms in the Dodd-Frank Act strengthen the 
resilience of the financial system and provide a clear agenda for the regulatory 
community to address vulnerabilities exposed in the recent crisis. As described 
in Section 6, the Dodd-Frank Act establishes new protections for financial 
consumers and investors. It improves financial markets through designation of 
and enhanced risk-management standards for systemically important financial 
market utilities. It provides for private fund adviser registration and reporting 
and imposes constraints on risk as well as transparency requirements for 
derivatives markets. In conjunction with international agreements on consistent 
global prudential standards, the Dodd-Frank Act will require financial firms to 
operate with larger capital and liquidity buffers and better risk controls, and it 
requires firms to submit resolution plans to the FDIC, Federal Reserve, and the 
Council. Finally, the Dodd-Frank Act provides important new authority to resolve 
a large, complex financial institution in an orderly manner. 

Finalizing the rulemakings under the Dodd-Frank Act and implementing the 
required changes effectively will require close coordination among the regulatory 
community and open dialogue with the public and industry. To meet the 
challenges of designing and enforcing these new rules, the resources dedicated 
to financial oversight must increase. Regulatory agencies must have sufficient 
resources to attract and retain talented individuals, acquire needed data, develop 
the requisite analytic capabilities, and invest in systems to monitor market activity 
and enforce the new rules. The Council recommends complete and expeditious 
implementation of the Dodd-Frank Act, along with the provision of the resources 
needed to accomplish this essential task. 

International Coordination 

In its 2011 Annual Report, the Council stressed the importance of international 
financial regulatory coordination. Financial markets arc global in scope, while 
regulation proceeds at the national level. To promote a level global playing field 
and to diminish the risk of having capital flow to the jurisdiction with the least 
restrictive regulatory regime, it is essential to have internationally strong and 
consistent regulations that form a coherent and effective whole, while allowing an 
appropriate degree of autonomy for individual countries to accommodate their 
own particular needs. It is particularly important for international regulators to 
consistently apply strong, well-calibrated standards for the critical areas of capital, 
liquidity, derivatives, central clearing, and failure resolution. 
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Considerable progress has been made over the past year on coordinating 
regulatory principles internationally. National regulators continue to implement 
the Basel III standards; and in June 2012, the Federal Reserve, OCC, and FDIC 
jointly issued the finalized market risk capital rules, as well as three notices of 
proposed rulemaking (NPR), that would replace the agencies’ current capital 
requirements with requirements consistent with aspects of Basel 11, Basel 2.5 
and Basel III. The translation of these international agreements to domestic 
regulation is a key step in the regulatory reform efforts and is critical for 
enhancing the resiliency of regulated financial institutions and the financial 
system more generally. 

Furthermore, the Basel Committee established the assessment methodology and 
a capital surcharge framework for globally systemically important banks (G-SIBs) 
in November 2011 to enhance their loss absorbency capacity and reduce the 
probability of their failure. This methodology comprises five broad categories 
of size, interconnectedness, lack of readily available substitutes for the services 
provided, global (cross-jurisdictional) activity, and complexity. In the same 
month, the Financial Stability Board (FSB) issued the Key Attributes of Effective 
Resolution Regimes for Financial Institutions, which was endorsed by the G-20 
leaders and is intended to provide international standards for national recovery 
and resolution planning regimes. Specifically, it addresses the "too-big-to-fail" 
problem by making it possible to resolve any financial institution in an orderly 
manner without exposing the taxpayer to the risk of loss. 

In addition, the final version of the Principles for Financial Market 
Infrastructures (PFMI), issued by the Committee on Payment and Settlement 
Systems (CPSS) and the International Organization of Securities Commissions 
(IOSCO), was published in April 2012. The PFMI covers payments systems, 
central counterparties, securities settlement systems, and other financial 
utilities, and provides an updated set of international standards on issues such 
as governance, risk management, financial resources, liquidity, and operational 
robustness. These principles are especially important as the international 
community moves to implement the G-20 commitment to central clearing and 
reporting of OTC derivatives. In insurance, the International Association of 
Insurance Supervisors updated the Insurance Core Principles in October of 
last year. These principles provide a global framework for the supervision and 
regulation of the insurance sector. 

The Council recommends continued international coordination of Basel III 
implementation, with an aim towards consistent and rigorous definitions of 
capital and risk weights across countries. The Council also recommends the 
continued development of international standards and national implementation 
for margin, central clearing, and reporting of OTC derivatives; and that 
supervision and regulation of financial market utilities (FMUs) embody the 
principles articulated in the PFMI. In addition, the Council recommends 
continued efforts to develop strong and internationally consistent procedures 
for the supervision and regulation of global systemically important financial 
institutions, including appropriate capital and liquidity requirements and 
internationally accepted resolution regimes for such institutions. The Council 
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strongly encourages international implementation and enhanced international 
coordination among home and host jurisdictions regarding recovery and 
resolution planning. 

Data Resources and Analytics 

The Council recommends that improvement in data standards should be a 
high priority for financial firms as part of their risk-management process and 
for the regulatory community— not just in the United States but globally. The 
development of the lxgal Entity Identifier is a valuable first step, one that will 
help to identify precisely the parties to particular financial transactions. It 
will also enable a more accurate and consistent understanding of legal entity 
hierarchies, which is essential for effective counterparty risk management. The 
Council recommends that the Office of financial Research (OFR) continue to 
work with the member agencies to promote and establish, where necessary, data 
standards for identification of legal entities, financial products, and transactions, 
and to improve the access to and aggregation of data by the regulators, finally, 
the Council recommends that cross-border exchange of supervisory data among 
supervisors and regulators continue to be facilitated in a manner that safeguards 
the confidentiality and privilege of such information, in order to help provide 
comprehensive oversight of financial institutions with a global reach and improve 
coordination on financial stability. 
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Macroeconomic Environment 


4.1 U.S. Economic Activity 


The economic recover) that began m the second 
half of 2009 continued in 2011 and early 2012. 
Nonetheless, the part of activity and employment 
growth remained quite modest compared with previous 
economic expansions, as a number of factors have 
continued to weigh on growth in spending and 
production. These factors include a depressed housing 
market, the spillover effects of the fiscal and financial 
difficulties in Europe, continued fiscal retrenchment 
of stale and local governments within the Untied 
States, uncertainty about the federal budget and 
related policies, and less credit availability for many 
households and small businesses compared to pre- 
crisis norms. 

4.1 .1 Real Gross Domestic Product 
Economic growth continued at a modest to 
moderate pace in 2011 and early 2012. Real 
GDP increased less than 1 percent at an annual 
rate in the first half of 2011, as economic 
activity was held down by temporary factors, 
particularly supply chain disruptions stemming 
from a major earthquake and tsunami in Japan 
and the damping effect of a sharp run-up in 
energy and commodity prices on consumer 
spending (Chart 4.1.1). Growth picked up in 
the second half of the year to an annual rate 
of nearly 2.5 percent, as the effects of these 
temporary factors waned. Real GDP expanded 
at an annual rate of 1.9 percent in the first 
quarter of 2012, and available indicators suggest 
a continued moderate pace of growth in the 
second quarter. Among the factors that are 
hampering growth are a depressed housing 
market, the spillover effects of the fiscal and 
financial difficulties in Europe, continued fiscal 
retrenchment of state and local governments 
within the United States, uncertainty about 
U.S. federal budget and policy, and credit 
availability that is significantly lighter relative 
to pre-crisis norms for many households and 
small businesses. 


Chart 4.1.1 Change in Real Gross Domestic Product 
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Chart 4.1.2 Change in Real Personal Consumption Expenditures 
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Chart 4.1.3 Personal Saving Rale 
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Chart 4.1.4 Private Housing Starts 
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Consumption and Residential Investment 

Real personal consumption expenditures (PCE) 
increased 1.6 percent in 2011 (Q4/Q4) and 2.5 
percent (annualized rate) in the first quarter 
of this year (Chart 4.1.2). Real disposable 
income rose more modestly, held down by the 
weak labor market. The weak pace of income 
growth over 2011 and early 2012, combined 
with increases in consumer outlays, brought the 
personal saving rate down from 5.2 percent in 
late 2010 to 5.7 percent in the first quarter of 
2012 (Chart 4.1.3). 

In addition to the weak gains in income, a 
number of other factors also restrained the pace 
of improvement in consumer expenditures. 
Household wealth (relative to income) remains 
well below the elevated levels that prevailed 
in the mid-2000s. when it was supported by 
house prices and household equity holdings. 
Similarly, underwriting standards remain tight 
for many potential borrowers— particularly 
for mortgage credit, which continues to weigh 
down housing demand and refinancing activity 
despite historically low interest rates. In part, 
these factors have been reflected in readings on 
consumer sentiment, which remain low relative 
to levels before the financial crisis, despite 
having retraced much of the decline that 
occurred in the summer of 2011 as difficulties 
in Europe flaied and the debate over the U.S. 
debt ceiling became heated. 

The housing market remains strained. In 2011, 
both new and existing home sales remained 
near the low levels that have prevailed, on 
average, since 2008. Residential construction 
activity and housing starts remained tepid, 
especially for single-family homes, given weak 
demand, the abundant stock of vacant homes, 
and low housing prices (Chart 4.1.4). However, 
recent indicators have been somewhat more 
encouraging. Home prices have begun to 
stabilize, with some measures showing an uptick 
in early 2012. In addition, multifamily housing 
starts have been trending upward since early 
2010, albeit from low levels. 
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Business Fixed Investment 

Real business fixed investment (BFI) posted 
a solid increase in 2011, rising 8.1 percent on 
a Q4/Q4 basis. However, growth has been 
slower so far in 2012, and BFI as a share of GDP 
remains considerably below its pre-recession 
level. Much of the deceleration in BFI this year 
has been in expenditures on equipment and 
software (E&S), which rose at an annual rate of 
just 3.5 percent in the first quarter after rising 
9.6 percent (Q4/Q4) in 2011; this step-down 
in E&S investment may be related in part to 
renewed concerns among businesses about 
the global economic and financial situation. 
Meanwhile, investment in nonresidential 
structures has increased somewhat, on net, 
in recent quarters after a period of very steep 
declines, but conditions in the sector remain 
difficult: vacancy rates for commercial space arc 
still high, prices of existing structures are low, 
and financing conditions for builders are still 
tight despite some signs of recent easing. 

Government Purchases 

Real government expenditures at the federal, 
state, and local level continue to contract Real 
state and local government purchases fell by 
2.5 percent on a Q4/Q4 basis in 201 1 due to 
ongoing budgetary pressures, continuing the 
pattern seen since the onset of the recession 
and financial crisis. Real federal government 
purchases fell throughout 2011 and early 2012 
following the withdrawal of the fiscal stimulus 
provided during the crisis and large declines 
in federal defense spending in 2011:Q4 and 
2012:Q1. 

Imports and Exports 

Real exports of goods and services rose 4.7 
percent over 2011, boosted by continued growth 
in overall foreign economic activity. The 
increase in export demand was concentrated 
in the emerging market economies (EMEs), 
while exports to the euro area declined toward 
the end of the year. As U.S. economic activity 
grew modestly in 2011, real imports of goods 
and services rose by 3.6 percent. Altogether, the 
contribution of net exports to grow th in real 
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Chart 4.1.5 Net Change in Payroll Employment 
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Chart 4.1.6 Civilian Unemployment Rate 
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GDP was essentially zero last year and in the 
first quarter of this year. 

4.1.2 The Labor Market 
The labor market strengthened over the course 
of 2011 and the first several months of 2012. 
Nonetheless, the improvement in employment 
and other labor market indicators since the end 
of the recession has been modest, and the labor 
market has a considerable distance to go before 
returning to the conditions that prevailed prior 
to the recession and financial crisis. 

Nonform payroll employment increased at an 
average monthly rate of 153,000 jobs in 2011 
(Chart 4.1.5). The private sector added an 
average of 175,000 jobs monthly last year, while 
government payrolls dropped at an average 
rate of 22,000 per month (mostly at state and 
local governments). During the first half of 
2012, private payrolls advanced about 159,000 
per month, just below the average pace in 201 1, 
and the pace of job loss at governments has 
moderated somewhat. Overall throughjune 
2012, the level of payroll employment remains 
about five million below its peak in January 2008. 

The unemployment rate has declined 
significantly, from its peak of 10 percent in 
October 2009 to 8.2 percent in June 2012, 
although it remains far above levels that 
prevailed prior to the recession (Chart 4.1.6). 
Some of this decline in the unemployment 
rate is attributable to reduced labor force 
participation (Chart 4.1,7). While part of the 
reduction in participation reflects demographic 
shifts associated with an aging baby boomer 
population, the weak economy has played an 
important role by discouraging many workers 
from continuing to search for positions. In 
addition, long-duration joblessness continues to 
account for an especially large share of the total. 
In June 2012, 5.2 million persons among those 
counted as unemployed— about 42 percent of 
the total— had been out of work for more than 
six months (Chart 4.1.8). The number of workers 
employed part-time for economic reasons has 
fallen somewhat over the past year, though it 
remains high by historical norms. 
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4.2 Private Nonfinancial Balance Sheets 
and Credit Rows 

4.2.1 Nonfinancial Corporate Sector 

The ratio of debt to net worth in the nonfinancial 
corporate sector, which had spiked during the 
downturn, continued to decline in 2011. Credit 
flows to this sector have remained relative/) strong, 
with robust bond issuance and an increased pace of 
tending from bank and nonbank companies. Credit 
quality indicators remain solid, with low delinquency 
and default rates. 

Nonfinancial corporate balance sheets 
deteriorated significantly during the recession, 
with measures of balance sheet leverage reaching 
historical highs. Corporate balance sheets 
improved markedly in 2010 and a bit more in 
201 1. The ratio of debt to net worth in this sector 
is now in line with its average level over the past 
20 years (Chart 4.2.1). Profits at nonfinancial 
corporations increased sharply in 2010 and 
remained high in 2011, driving equity market 
values for nonfinancial corporations back to 
near pre-crisis levels and allowing nonfinancial 
corporations to boost capital through 
retained earnings. In particular, nonfinancial 
corporations have accumulated a substantial 
buffer stock of liquid assets (Chart 4,2.2). 

This improvement in corporate profits 
and credit quality supported high levels of 
borrowing by nonfinancial corporate firms. 

In bond markets, which comprise the largest 
source of credit to the corporate sector, gross 
issuance by investment grade nonfinancial firms 
has been very strong (Chart 4.2.3), although 
issuing firms appear to have mainly used these 
bonds to refinance existing debt. Issuance of 
high-yield bonds dropped in the second half 
of 2011. but the pace of issuance through May 
2012 remained above the 2001-2012 average 
annual pace. Corporate bond spreads widened 
during fall of 201 1 as investors became more 
cautious in the wake of the U.S. debt ceiling 
talks in August 2011 and developments 
in European markets (Chart 4.2.4). As of 
July 6, 2012 corporate spreads still remained 
elevated relative to early 2011. The amount of 


Chart 4.1.8 Long-Term Unemployment* 
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Chart 4.2.1 Nonfinancial Corporate Credit Market Debt to 
Net Worth 
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Chart 4.2.2 financial Ratios for Nonfinancial Corporations 
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SLOOS data show that lenders have generally 
refrained from further lightening standards 
on CRE loans. At the same time, moderate 
fractions of respondents indicated stronger 
demand for CRE loans in recent quarters. 
Consistent with these results, the decline 
in CRE loans on banks' balance sheets has 
slowed over the past year. Nonetheless, credit 
conditions for CRE remain tight by historical 
standards. In particular, respondents to a 
special question in the July 2011 SLOOS 
reported that CRE standards were at or near 
their strictest levels since 2005. and the survey 
results have shown little change in standards, 
on net, since July 2011. 


Chart 4.2.6 Nonfinancial Corporate Bond Default Rate 


Perctrr of CXmndnjj End Dane: May-2012 Percent of Oustandoji 
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After relatively strong post-crisis issuance of 
CMBS in the first half of 2011, the amount of 
new CMBS issuance has been more subdued 
recently, and issuance in early 2012 was slightly 
below the pace set in the first half of 2011 
(Chart 4.2.8). CMBS delinquency rates and 
spreads remained high as borrowers struggled 
to refinance much of the approximately $33 
billion in maturing five-year loans that were 
originated at the peak of CRE prices in 2007. 

4.2.3 Noncorporate Business Sector 
Small business lending remains subdued, in part 
because of the ongoing low real estate prices that 
have reduced the value of potential collateral for 
small business loans. There are some signs, however, 
that credit conditions for small business are 
gradually improving. 

Net worth in the noncorporate sector, which 
is composed primarily of small businesses, fell 
sharply during the downturn but turned up in 
2010 and grew a bit more in 2011. Real estate 
comprises a large share of the assets held by the 
noncorporate sector (Chart 4.2.9), so changes 
in real estate values tend to have a very large 
impact on small business balance sheets. The 
value of real estate assets fell 12 percent in the 
noncorporate sector from 2007 to 2009, leading 
to a significant increase in the ratio of debt to 
net worth (Chart 4.2.10). This ratio recovered 
some in 2010 and 2011, as net worth improved 


Chart 4.2.7 Noncurrent Commercial & Industrial (C&l) Loans 
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Chart 4.2.9 Noncorporate Assets 

Shan Of Toe* Assets End D»tt: 2012 01 Share o! Total Assets 
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Ctiart 4.2.10 Noncorporate Credit Market Debt to Net Worth 
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Chart 4.2.11 Net Borrowing by Nonfinancial Noncorporate 
Businesses 

Bftcnso'USS End Date: 2012 01 8i<m of US$ 



and debt contracted slightly, but it remains well 
above pre-recession lewis. 

Small businesses generally have access to a 
narrower range of financing options than 
corporations and thus depend more on bank 
loans, frequently secured by real estate. Since 
die beginning of the financial crisis, lower 
real estate collateral values and strains in 
the banking sector have constrained credit 
availability for many small businesses. However, 
there are signs that credit conditions for 
small businesses are gradually improving. 

Net borrowing by nonfinancial noncorporate 
businesses turned positive in the second half 
of 201 1 , after declining substantially during 
the crisis (Chart 4.2.11). Furthermore, after a 
sustained period of tightening of standards and 
terms on loans to small businesses, respondents 
to the SLOOS noted some easing on loan 
standards and spreads in recent quarters (Chart 
4.2.12). In addition, since the beginning of 
2012, the fraction of banks reporting stronger 
demand for C&l loans from small businesses 
has edged up. While the stock of small loans to 
businesses on bank balance sheets at the end 
of last year was more than 15 percent below its 
peak before the crisis, these loans ticked up in 
the fourth quarter of 2011. registering their first 
increase since 2008, and continued to increase 
in the first quarter of 2012. 

Business lending by credit unions, which 
predominantly lend to small businesses, 
increased by 6 percent in 201 1 to reach nearly 
$16.5 billion. Similar improvements in credit 
conditions are evident in the small business 
surveys conducted by the National Federation 
of Independent Business. The fraction of firms 
reporting that credit had become more difficult 
to obtain declined through the first quarter of 
2012 (Chart 4.2.1$). 

Notwithstanding these improvements, the 
fraction of firms reporting difficulty obtaining 
credit remains elevated relative to the pre-crisis 
period. Owners of new businesses, who might 
have tapped into the equity in their homes 
or used their homes as collateral for small 
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business loans, have found conditions especially 
challenging in recent years. In addition, 
business receivables at finance companies, an 
important source of small business financing, 
continued to decline through February 2012 
and were down nearly 30 percent from their 
peak in July 2008. 

4.2.4 Household Sector 

Household net worth improved slightly, on net, from 
the end of 2010 to the first quarter of 2012. The 
fraction of household income needed to cover debt 
service payments decreased further, though mortgage- 
related debt remains high relative to home values. 
Consumer credit has grown steadily, mostly owing to 
an expansion in non-rrvolving credit, including a 
significant increase in the amount of student loans to 
finance higher education. 

Aggregate household net worth rose almost 
$1 trillion in 2011 to $60.0 trillion (nominal) 
in 2011:Q4, then jumped an additional $2.8 
trillion in 2012.-Q1. This large increase in 
household net worth in the first quarter 
primarily reflected gains on corporate equity 
(directly and indirectly held), although gains on 
real estate assets and net saving also contributed 
to this increase in net worth (Chart 4.2.14). 

As discussed earlier, home prices continued to 
decline in 2011 but appear to have stabilized, 
and some measures of home prices have shown 
upticks recently. Owners’ equity in housing has 
remained near a record low of approximately 
40 percent since m»d-2008 through March 
2012, roughly 20 percentage points lower than 
its average over 1990 to 2005 (Chart 4.2.15). 

All told, the ratio of household net worth to 
disposable personal income is now around 
its post-WWH average level, although it is far 
below the level reached in 2007. However, not 
all households have experienced a significant 
improvement in their balance sheet positions. 
For example, lower-income households with 
smaller exposures to the stock market have not 
benefitted much from the recovery in equity 
prices over the past several years. 

I lousehold debt outstanding, about three- 
quarters of which is accounted for by home 


Chart 4.2.12 Bank Business Lending Standards and Demand 
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Chart 4.2.13 Smal Businesses’ Difficulty Obtaining Credit 
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Chart 4.2.14 Household and Nonprofit Balance Sheets 
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CM 4.2.15 Share ol Owners’ Equity in Household Real Estate 

Percent Enc Dale 2012 Ql Percent 



Chart 4.2.16 Household Debt Service Ratio 
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Chari 4.2.17 Household Financial Obligations Ratio 
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mortgages, declined further in 2011. This 
decline represented, to some degree, efforts 
by households to pay down their existing 
debt, as well as a low volume of new mortgage 
originations. It also reflects the effects of 
foreclosures and "short sales," which have, 
in the aggregate, reduced mortgage debt on 
household balance sheets. Moreover, access 
to residential mortgages remains constrained 
by tight underwriting standards, discussed 
further in Section 5.1.4. Deleveraging by 
households, along with low interest rates, 
various government tax and transfer programs, 
and rising employment and income, have 
helped households manage their monthly 
debt burdens. The household debt service 
ratio— the fraction of disposable income 
needed to cover household debt payments — 
continued to fall last year (Chart 4.2.16). The 
financial obligations ratio, which measures a 
household's burden from a broader measure 
of commitments, including rent payments and 
homeowners' insurance, also moved down last 
year for homeowners (Chart 4.2.17). 

As of the first quarter of 2012, non-mortgage 
consumer credit outstanding increased nearly 
3 percent from a year earlier to $2.5 trillion. 
Most of this increase in consumer borrowing 
is in non-revolving credit (Chart 4.2.18), which 
accounts for nearly two-thirds of total consumer 
credit as of the first quarter in 2012. Among 
non-revolving credit, student and auto loans 
have been the fastest-growing categories, with 
new student loans primarily originated by the 
federal government. 

Growth in revolving credit, on the other hand, 
has continued to be weak, even contracting 
recently after posting gains in the fourth 
quarter of 2011. The reduction in revolving 
credit is in part driven by the fact that all but 
‘super prime’ borrowers continue to face 
tight underwriting standards for credit cards 
as lenders pursue higher-quality borrowers. 
While the credit card limits for super prime 
borrowers with credit scores greater than 750 
have been increasing since 2011, limits for 
"prime" borrowers with credit scores between 
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650 and 749 picked up only slightly. In contrast, 
credit card limits for ‘subprime’ borrowers 
with credit scores less than 650 continued 
to edge down until the end of 201 1 (Chart 
4.2.19). Data on credit card solicitations show 
a similar preference by banks toward higher 
quality borrowers. 

Delinquency rates for consumer credit remain 
low. Student loan delinquencies and defaults 
are above pre-crisis level, but are below the 
peaks seen during the recession. Relatively low 
delinquency rates for revolving credit and auto 
loans likely reflect, in part, the composition 
shift toward higher-quality borrowers. In 
particular, the increases in delinquency rates 
on credit card and auto loans during the 
crisis were largely driven by a sharp rise in the 
delinquency rate of subprime borrowers, which 
remains significantly above historical levels 
(Chart 4.2.20). In contrast, the delinquency 
rates on credit card and auto loans to super 
prime and prime consumers were more stable 
through the crisis and are currently at their 
historical averages. 

At the same time, demand for credit by most 
consumers continues to be modest relative to 
the pre-crisis period as households continue 
to recalibrate their balance sheets in the wake 
of large wealth losses during the crisis, tepid 
gains in labor markets, moderate economic 
growth, and economic uncertainties. Only a 
small fraction of respondents to the SLOOS, 
on net, report stronger demand for credit 
by consumers. Looking across the credit 
spectrum, credit applications increased 
slightly over the past year but. through the first 
quarter of 2012, remained largely subdued 
relative to the pre-crisis period (Chart 4.2.21). 

4.3 Government Sectors 

Government finances in the United Slates 
deteriorated sharply during the retession, as 
public sector borrowing largely replaced private 
borrowing in credit markets (Chart 4.3.1). So far, 
global financial markets have been able to absorb 
the substantial increase in U.S. federal debt, but 


Chart 4.2.18 Nonmortgage Consumer Credit Flows 
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Chart 4.2.19 Average Amount of Revolving Credit Available 
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Chart 4.2.20 Credit Card Delinquency Rates by Credit Score 
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the effectiveness, stability, and predictability 
of American policymaking and political 
institutions had weakened at a time of fiscal 
and economic challenges. (See Box A: Impacts 
of Downgrade of U.S. Treasury Securities.) 
Moody's and Fitch have U.S. sovereign debt 
on negative outlook. These rating actions do 
not appear to hare affected the demand for 
Treasury securities, as market participants 
continue to purchase U.S. debt for its relative 
safety and liquidity. Bid-to-corer ratios at 
Treasury security auctions remain at the top 
end of historical ranges, and indicators of 
foreign participation have remained on trend 
with recent years. 

Despite the sizable increase in public debt 
outstanding, net interest costs amounted to 
only about 1.5 percent of GDP in recent years, 
consistent with trends of the past decade but 
lower than average values during the 1990s 
of about 3 percent of GDP (Chart 4.S.4). This 
decline reflects the fact the interest rates 
have fallen to historically low levels even as 
debt outstanding has increased. The average 
maturity of public debt outstanding has 
risen sharply since late 2008 and is above its 
30-year average. 

4.3.2 State and Local Governments 
State and local budgets were strained during 
the recession, and municipalities continue 
to struggle to repair their fiscal positions. 

From the middle of 2008 to April 2012, these 
governments cut roughly 650,000 jobs (more 
than 3 percent of their workforces) and 
trimmed other operating expenditures to satisfy 
balanced budget requirements. They have also 
reduced capital expenditures, which, in real 
terms, have fallen to their lowest levels since the 
late 1990s. In part because of the weakness in 
capital spending, state and local borrowing has 
decelerated noticeably since the onset of the 
recession, and posted a small decline in 2011 
and in the first quarter of 2012 (Chart 4.3.5). 

State and local government tax revenues, in 
aggregate, began to register mild growth in 
2010 after declining in the aftermath of the 


Chart 4.3.3 Federal Debt Held by the Public 
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Chart 4.3.6 Change in State Tax Revenue 
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Chart 4.3.7 Change in Local Tax Revenue 
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financial crisis (Chart 4.3.6). Much of the 
improvement has been at the state level, where 
personal income tax receipts in particular 
have picked up as the economic recovery has 
proceeded. In contrast, tax collections at 
the local level have exhibited essentially no 
growth over the past two years, mainly because 
property tax collections, which account for 
roughly three-fourths of local tax revenues, 
have been depressed by the downturn in home 
prices and a reluctance to raise tax rates at a 
time when real incomes of constituents are 
under pressure (Chart 4.3.7). 

Overall, the resources available to state and 
local governments to finance their spending 
remain light. The sector’s tax revenues arc 
only slightly higher than they were in 2008. 

The federal stimulus grams provided under 
the American Recovery and Reinvestment Act 
of 2009 have largely wound down, and other 
initiatives (e.g., the Build America Bonds 
program) have expired. Many states have cut 
back on assistance to their localities in order to 
shore up their own budgets. Finally, balances 
in resene funds, which provide an important 
safety valve in times of budgetary stress, have 
been depleted in many cases. 

As a result of these budgetary issues, net credit 
flows to slate and local governments have been 
mixed over the past year. While the amount 
of revenue bonds issued continues to exceed 
the amount of general obligation bonds, the 
share of general obligation bonds among the 
total issuance increased substantially in 2012 
(Chart 4.3.8). Net issuance of municipal bonds 
has been slow as of late, in part reflecting the 
weakness in infrastructure investment and 
ratings downgrades by Moody's over the past 
12 months, which have substantially outpaced 
upgrades. At the same time, the cost of 
municipal bonds— as measured by the yield 
ratio to similar maturity Treasury securities— 
has risen, with investors demanding higher 
returns from issuers facing fiscal challenges 
(Chart 4.3.9). The issuance of Variable Rate 
Demand Obligations (VRDOs), an important 
source of funding for municipalities, has 
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also been declining since the financial crisis 
(Chart 4.3.10). A primary reason is the gradual 
retraction of European banks from providing 
liquidity to this market. 

Budget trajectories will remain challenged 
in coming years, as many state and local 
governments will need to increase their 
contributions to their employee pension funds, 
both to rebuild assets after experiencing 
significant financial losses and to address 
chronic underfunding during the past 
decade. In addition, many governments are 
not setting aside money to fund their ongoing 
obligations to provide health care to their 
retired employees. Unfunded liabilities remain 
substantial. Estimates of aggregate unfunded 
pension liabilities span a wide range, in part 
because of differences in how liabilities are 
valued, but may be in the range of $2 trillion 
to JS trillion. (For an additional discussion 
of accounting issues related to state and local 
pension funds, see Section 5.3.5.) Estimates 
for the cost of providing retiree health benefits 
are subject to even greater uncertainty, in part 
because of the difficulty of projecting health 
care costs decades into the future, but one 
estimate put the states’ collective unfunded 
liability as of 2010 at over $625 billion. 

4.4 External Environment 


CM 4.3.9 Municipal Tax-Exempt Bond Yield Ratios 
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Chart 4.3.10 ARS and VRDO Funding of Long-Term Muni Bonds 
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Outside of the United Slates, both realized and 
prospective growth rates have been mixed over the past 
year. The primary financial stability focus has been on 
the developments in Europe. Despite ongoing efforts 
by European authorities to contain the crisis, debt 
sustainability concerns, fiscal consolidation efforts, 
bank deleveraging, and funding market stresses on 
banks and sovereigns continue to weigh on European 
growth prospects. Outside of the euro ana, foreign 
growth picked up in 2012:QI, with lower growth 
m the euro am and China partly offset by more 
positive developments in other regions. The tone of the 
incoming data in 2012Q2 is decidedly weaker. 


4.4.1 Advanced Foreign Economies 
In the aggregate, the advanced economies 
maintained positive growth through 2011 and 
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Chart 4.4.1 Real GOP Growth 
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Chart 4.4.3 Euro Area GDP Growth 
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early 2012 (Chart 4.4.1). The growth rates 
across advanced economics reflect a mix of 
more positive outcomes in the United States 
and Japan, among others, and the challenges 
within European countries in managing fiscal 
problems, bank funding stress and deleveraging, 
and structural change (Chart 4.4.2). 

Euro Area Economic Conditions and 
Policy Initiatives 

Over the last 12 months, the euro area 
sovereign debt crisis intensified as concerns 
about the sustainability of public finances and 
the robustness of banks in some countries 
soared. Some European financial institutions 
faced reduced access to funds, reflecting in 
part their large exposures to stressed sovereigns 
as well as their reliance on wholesale funding 
markets, including short-term dollar funding 
provided by money market funds. European 
leaders recognize the need to deepen their 
economic and monetary union, as exemplified 
by the new fiscal compact treaty signed by most 
European Union (EU) members in March 
2012 and by the proposal to establish a single 
European banking supervisor put forth in June 
2012. Work continues on elaborating a system- 
wide solution capable of commanding both 
political and market support. 

The euro area economies experienced a 
w idespread slowing of economic activity due 
to the intensification of the crisis, the effects 
of banking problems and the related bank 
deleveraging on lending to the real economy, 
and the impact of fiscal consolidation efforts. 
Despite various measures implemented by the 
European authorities to combat the crisis, 
discussed below, the euro area GDP contracted 
by 1.2 percent (annual rate) in the fourth 
quarter of 2011, and the GDP growth rate 
for the first quarter of 2012 was near 2 ero. 
Similarly, labor market conditions deteriorated 
further, as the unemployment rate reached 
11.1 percent in May 2012, the highest level 
since 1995. 

Growth prospects in the euro area differ across 
countries (Chart 4.4.3). Germany, France, and 
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billion remains uncommitted. Moreover, 
European authorities augmented the scope and 
flexibility of the existing facilities, empowering 


e r 


& I i f 1 1 1! 

jit I ill i 



x g 

3 . © 


a. 

3 

<3 


SI 

3- ‘ 

§ 

K 
• 3 


S' 3 

3 *0 

sr - 


£ g 3 g. 

_ §- 3 £ S 

§■ j? -I ? s 

. 1 3-1 Iflf 

g B. I ? 3 “ s 

' -a •? 5. 


S’ £ £ ?■ 


a 4 


j. i 




S 3 S-.3 
g S’ = K 

Ills 


* 2 2 ? 
i I = ? 
1 .1 J 


5* S 



Ireland continue to grow, although at a more 



of England, the Bank of Japan, the ECB, the 
Federal Reserve, and the Swiss National Bank 
engaged in coordinated actions to enhance 
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their capacity to provide liquidity support 
to the global financial system. In particular, 
the reduced fees applied to draws on dollar 
liquidity swap lines provided by the Federal 
Reserve, as well as the extended expiration of 
these facilities, were intended to ease strains 
in financial markets and thereby mitigate the 
effects of such strains on the supply of credit to 
households and businesses. 

These measures contributed to improvements 
in euro area financial conditions during 
the first few months of this year, with dollar 
funding pressures substantially diminished. 

The net result was a considerable narrowing of 
eurodollar foreign exchange (FX) swap basis 
spreads, reflecting reduced short-term dollar 
funding pressure for euro area institutions 
(Chart 4.4.5). Recent utilization of the dollar 
liquidity swap lines peaked at over $100 billion 
in February 2012, with the outstanding amount 
for the Federal Reserve's dollar liquidity swap 
lines at $28 billion as of July 4 (Chart 4.4.6). 

Growth and financial stability conditions in 
the euro area remain under pressure. Market 
participants are attentive to the limited capacity 
of the euro area financial backstop in the 
context of its multiple possible uses. Although 
the Greek debt restructuring and subsequent 
triggering of credit default swap (CDS) 
contracts, discussed further in Box B: Greek 
Sovereign Debt Restructuring, passed without 
broad market disruption, much uncertainty 
remains in the region. Uncertainty about fiscal 
consolidation and structural reform highlight 
the challenges of adjustment within a monetary 
union. Meanwhile, concerns about other 
European peripherals (including Portugal, 
Ireland, Italy, and Spain), especially around 
fiscal sustainability, health of their banking 
sectors, and general competitiveness of their 
economies, continue to weigh on real growth 
and financial activity in these countries. 

4.4.2 Emerging Market Economies 

In the second half of last year, economic growth 
in many EMEs slowed slightly, as earlier policy 
lightening, a weakening of external demand 


Chart 4.4.5 Euro-Dollar Implied FX Swap Basis 
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terminology), deployed as part of China’s policy 
response to the global financial crisis in 2008- 
2009 (Chart 4.4.9). To contain a potential 
run-up in inflation, property prices, and debt 
levels resulting from this credit expansion, 
Chinese authorities began taking a lighter 
monetary stance in late 2010, with some success. 
But with the latest data pointing to weaker- 
than-expected economic activity in China in 
the first five months of 2012. authorities began 
implementing a number of fiscal and monetary 
measures to support growth. 


Chart 4.4.9 Change in Total Chinese Social Financing 
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Financial Developments 


5.1 Major Rnancial Markets 

5.1.1 Sowreign DeM Markets 

Developments m sovereign debt markets during the 
last year were heavily influenced by the escalation 
of uncertainty in euro area sovereign and banking 
sectors and by continued concerns about the domestic 
and global growth outlook. While sovereign debt 
from the euro area periphery remains stressed, yields 
for sovereign debt from the United States, the United 
Kingdom, Germany, Switzerland, and Japan are 
at record or near-record lows, reflecting flight to 
quality and continued expectations of accommodative 
monetary policy. 


Chart 5.1.1 Federal Debt Outstanding Held by Public 
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U.S. Sovereign Debt 

The low! amount of outstanding U.S. sovereign 
debt has risen to $11.0 trillion as of May SI, 
2012 (Chart 5.1.1). Despite this increase in 
supply, the U.S. sovereign yield curve flattened 
considerably since mid*2011, with a decline 
in longer-term yields driving this change 
(Chart 5.1.2). The historically low levels of 
longer-term yields are a reflection of both 
flight to quality and continued monetary policy 
accommodation associated with the weak 
pace of economic growth and the elevated 
unemployment rate. 

Foreign holdings of U.S. debt remain 
substantial, with over $2.2 trillion of U.S. 
Treasury securities held by China and Japan 
and almost $3 trillion across other foreign 
holders in April 2012 compared to about $2 
trillion and $2.4 trillion, respectively, in April 
2011 (Chart 5.1.3). Nearly three-quarters of 
these holdings are by foreign official entities. 


Chart 5.1.2 Yield Curve 
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BOX A: IMPACTS OF DOWNGRADE OF U.S. TREASURY SECURITIES 


On August 5, 2011, Standard & Poods (S&P) Sovrerad their 
tong-term sovereign credit rating on the United States of 
America to AAt from AAA and reaffirmed their short-term 
rating of A-1-, SSP staled that the downgrade reflected 
their opinion that the Budget Control Act, which was 
signed into law on August 2, tell short of what would be 
■necessary to staMze the government's medium-term 
debt dynamics’ They further stated that, ‘More broadly, 
the downgrade reflects rxr view that the effectiveness, 
stabity and predictability of American policymaking and 
political institutions had weakened at a time of ongoing 
fiscal and economic challenges." 

Before the downgrade, there was significant market 
focus on the debt ceSng debate in Congress. As the 
deadline approached, there were dislocations in the front 
end of the Treasury yield curve, and some T-Bill yiefds 
rose dramatically then normalized after the debt imit 
was raised. 

Because of widespread speculation in the market that 
S&P would take action, and the relatively minor scale 
of the downgrade. Treasury market participants were 
prepared, and there were no reports of forced selkng. 
Also, many institutions' portfolio restrictions specifically 
carved out "obligations of the U.S. government" rather 
than specifying a level or degree of credit rating. 

Treasury yiekts fell immedately following the downgrade, 
while major stock indices dedned, indicating that 
investors were less concerned with the inherent 
riskiness of Treasury securities than with the potential 
consequences of fiscal retrenchment for the near-term 
macroeconomic recovery. Specifically, on Monday August 
8 (the business day Immediately following the downgrade), 
the 10-year Treasury yield closed down 24 basis points. 
The cumulative yield changes through August It for the 
two-year, live-year, and ten-year yields were -10 basis 
points, -23 basis points, and -22 basis points, respectively 
(Chart A.1). Risky securities lost value foilowmg news of 
the downgrade, with the S&P 500 index registering a 6.8 
percent decline and the Nkkei Index falling by 2.2 percent 
by close of trading August 8 (Chart A.2). 

SOIS FSOC U IHiptrl 


Chart A.1 S&P Downgrade of U.S. Debt: Flight to Quality 
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In addition to the U.S. sovereign rating, several other 
entities were downgraded shortly after August 5. These 
included clearinghouses, highly rated insurers, and various 
government related entities and their debt 

There was Bltte market reaction to a move by the Chicago 
Mercantile Exchange (CME) to increase haircuts on U.S. 
Treasury securities just before the downgrade, and most 
clearinghouses did not adjust their haircuts on Treasury 
securities even after the downgrade. 
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European Sovereign Debt 

Over the last 12 months, the European 
fiscal crisis intensified as concerns about the 
sustainability of public finances in peripheral 
European countries escalated and banks 
struggled to obtain financing. (See Section 4.4.) 
In July 2011, euro area authorities proposed a 
voluntary debt exchange on Greek sovereign 
bonds. This, along with weakening growth 
prospects and fiscal slippage, led to a surge in 
Greek government bond yields (Chart 5.1.4). 

As discussed in Section 4.4, European 
authorities responded to these developments 
with a number of policy measures. The private 
sector exchange of Greek sovereign debt, which 
was largely concluded in March of this year, 
involved a significant principal write-down 
and additional official disbursements of aid 
financing through early 2016. The insertion 
and triggering of collective action clauses for 
the purpose of the debt exchange caused credit 
default swaps (CDS) contracts written on Greek 
sovereign debt to be triggered, which occurred 
without any significant market disruptions. 

The participation rate in this exchange was 
over 95 percent. (See Box B: Greek Sovereign 
Debt Restructuring.) 

More recently, market pressure on Spain 
intensified. On May 11, the Spanish government 
announced a series of measures to address 
vulnerabilities in the Spanish banking sector, 
including enhanced provisioning requirements 
on real estate related loans, clear separation of 
problem real estate assets into independently 
managed asset management vehicles, and plans 
to have independent external auditors evaluate 
the quality of bank assets. This was followed 
two weeks later by an unexpectedly large 
capital support request from Bankia, Spain's 
fourth largest bank, and on June 9 by Spain's 
announcement of its intent to request European 
support for bank recapitalization (for wliich 
European authorities agreed to prov ide up to 
€100 billion). (See Box C: Recent Fiscal and 
Banking Developments in Spain.) 
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BOX B: GREEK SOVEREIGN DEBT RESTRUCTURING 


In torch and Apri 2012. Greece restructured 
approximately €199 bion In government and government- 
guaranteed debt through a discomted exchange o( 
Instruments, Due to Ihe use of collective eclion procedures, 
the restructuring was subsequently deemed a cretft event 
by the International Swaps and Derivatives Association 
(ISOA), triggering payouts on Greek credit default swaps 
(COS), In die affermalh ot the Greek restructuring event, the 
COS market largely functioned as intended. Despite early 
attempts to achieve a purely voluntary restructuring that 
would have circumvented a COS trigger, low preliminary 
participation rales Indicated a need to trigger collective 
action clauses to Ibrce higher participation, which In turn 
triggered CDS payouts (Chart B. 1 ). 


Chart B.1 Greece: Average Bond Price and CDS 
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The exchange reduced Greece's debt heW by the private 
sector by €106 billion, equivalent to 53.5 percent of the 
tendered debt. Creditors participating in the exchange 
received a combination of new Greek government bonds 
(31.5 percent for a total of €63 bdtion) and short-term 
European Financial Stability Facility (EFSF) notes (15 
percent for a total of €30 billion) (Chart B.2). Participating 
creditors aiso received detachable GDP warrants, which 
pay up to 1 percent of the outstanding bonds’ face 
amount in years when real GDP growth and nominal 
GDP exceed specified targets. Taking into consideration 
the lower coupons and extended maturities of the new 
bonds, the exchange entaied net present value losses for 
participating creditors estimated at 75-80 percent. CDS 


protection setters subsequently paid out only an estimated 
S2.5 billion to protection buyers, reflecting the relatively 
smal net exposure to outstanding CDS contracts. 


Chart B.2 Greece: Debt Exchange 
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As with all International Monetary Fund (IMF) programs, 
sustainable debi dynamics were a pre-condition lor 
European Union (EU) and IMF lenders to disburse funds 
under a second official sector aid program. Greece's debt 
restructuring hefoed lo achieve this, putting Greece's 
high public debl burden (165 percent of GDP in 2011) on 
a path toward 120 percent by 2020. Although the debt 
exchange substantially reduced Greece's outstanctng 
debt to private sector creditors. Greece's overall debt 
burden Is expected lo reman quite heavy, reflecting 
continued borrowing from official sector creditors lo 
finance the debt exchange, bank recapitalization costs 
related to losses resulting from the debt exchange and 
deteriorating asset quality, and continued deficit financxig. 
As a result pubSc sector creditors are projected to 
hold nearly three-quarters of Greek sovereign debl by 
endof2012.Thenew Greek bondstradeatdistressed 
levels: yields hovering near 20 percent reflect Greece's 
heavy indebtedness and the high degree of uncertainty 
about the outlook lor implementation of Greece's reform 
program. On June 17, parties supporting the ElMMF aid 
program wen enough seats In the Greek Parliament to 
form a governing majority, easing fears about a near-term 
exit tram the euro and confirming Greece's commitment 
to reform. 


43 


1018 F S O C // A«»«al Rtpori 





110 


The strains in the peripheral euro area 
sovereign debt and bank funding markets 
also caused additional pressure in some core 
countries, such as France. In August 2011, the 
central banks of the euro system recommenced 
purchasing euro area sovereign bonds, 
including Spanish and Italian bonds, in the 
context of the Securities Markets Programme 
(SMP), to address the severe tensions in some 
market segments that had been hampering 
monetary policy transmission. This activity 
occurred in the context of intensified 
strains in peripheral sovereign debt markets, 
widening credit spreads and bid-ask spreads, 
particularly for Spanish and Italian sovereign 
debt, and sharply higher liquidity risk premia. 
As funding markets tightened further, euro 
area governments announced plans for 
enhanced fiscal and structural reforms, while 
central banks announced the extension and 
repricing of U.S. dollar swap lines, and the 
European Central Bank (ECB) implemented 
two unprecedented three-year longer-term 
refinancing operations (LTROs), as discussed 
in Section 4.4. 

These various measures helped stabilize 
markets in late 201 1 and early 2012, as new 
governments were elected in Spain and Italy. 
However, general uncertainty over conditions 
in the euro area has increased once again over 
the past few months, as the sustainability of the 
strategics currently being undertaken in the 
hardest hit countries is called into question. 
Sovereign debt and bank credit spreads 
increased for Spain and Italy, after having 
narrowed over the first quarter of 2012. Credit 
spreads remain elevated in many sovereign 
debt and bank funding markets— notably 
for bank maturities beyond the ECB LTRO 
period of three years— and market functioning 
remains irregular with marked recent pressure 
on spreads in Italy and Spin. The primary 
buyers of Italian and Spanish sovereign debt in 
recent months have been their own domestic 
banks, which in turn rely on ECB financing and 
support. Private foreign investors, such as prime 
money market funds (see Section 5.3), have 
continued to reduce participation in euro area 
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BOX C: RECENT FISCAL AND BANKING DEVELOPMENTS IN SPAIN 


Spain announced on June 9 that it intends to request 
European Union (EU) assistance to recapitalize its 
troubled banking sector. Euro area finance ministers 
ndicated they would support the request for up to €100 
billion (10 percent of GOP), which is expected to cover 
estimated stress-case capital needs plus an ackltional 
safety margin. On June 21 . independent consultants 
engaged by the Spanish government estimated the 
recapitalization needs of Spanish banks at up to €62 
billion under an adverse macroeconomic scenario. The 
formal request is expected to follow this estimate, which is 
within the range of most private estimates of capital needs 
(€50 billion to €100 billion). Although the announcement 
stipulates that no additional explicit conditionally win be 
Imposed with regards to fiscal policy, Spain must meet 
existing fiscal and structural reform commitments, which 
were previously agreed with the EU. 

On June 29. euro area heads of government agreed 
to use euro area funds to support Spanish banks. The 
region's finance ministers subsequently announced that 
the agreement would be signed on July 20 and an initial 
tranche of €30 billion would be disbursed by Ihe end 
of July. The funds wi be channeled through the EFSF 
to the Spanish government, and then transferred to 
the European Stability Mechanism (ESM) once it is fully 
operational. Direct ESM funding to Spanish banks will 
become available only after the establishment of a single 
supervisory mechanism for euro area banks. It was 
further agreed that aid for the Spanish banking sector 
would not be subject to the preferred creditor status 
embedded in the ESM treaty. 


Separately, Moody's, S&P, and Fitch downgraded the 
Spanish sovereign by several notches into the BBB 
range within the last two months, largely reflecting 
concerns about the Spanish banking sector and fecal 
performance. The sovereign downgrades were followed 
by downgrades of the banks themselves. Notably, the 
Internationa! Monetary Fund (IMF) concluded from 
Its stress tests that Spain's largest banks appear 
sufficiently capitakzed to withstand a significantly weaker 
macroeconomic environment, given their substantial 
earnings generation from international operations. 

Concern about Spanish fiscal performance has persisted, 
fueling doubts about the prudence of adhering to strict 
budget targets amid deepening recession. As a result, 
euro area finance ministers agreed on July 9 to ease 
Spain's deficit objectives, raising the 2012 target by one 
percentage point to 6.3 percent of GDP and giving the 
government an additional year-to 2014— to lower Ihe 
deficit below 3 percent of GDP. The agreement will be 
made official at the next Eurogroup meeting on July 20. 

The relaxation of fiscal targets follows two revisions to the 
2011 fiscal deficit On May 20, the Spanish government 
revised its 2011 budge! delicii upward to 8.9 percent 
of GDP from a previous 8.5 percent estimate, a mayor 
deviation from the 6 percent target. Both me overrun and 
the latest revision were driven by me deficits of regional 
governments, exposing me dfficulty of reiring in these 
regional deficits. Market reaction to developments in 
Spain subsequent to the assistance request was generally 
negative, with yields on 10-year Spanish sovereign debt 
exceeding 7 percent, a euro era high. 
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sovereign and bank funding markets. European 
pension funds and insurance companies also 
have reduced exposures to the periphery, 
including to Spanish and Italian sovereign debt. 

Other Sovereign Debt 

The decline in yields across a range of 
developed countries’ sovereign bonds has 
been further reinforced by strong investor 
interest in high credit quality as sets and more 
accommodative monetary policies. Through 
early July 2012, 10-year nominal U.S. Treasury 
yields had declined more than 150 basis points 
since July 2011, in part reflecting both the 
lower expected path of short-term interest 
rates and a fall in the term premium. The 
pattern of decline in yields has been similar 
for German, Swiss, and U.K. sovereign debt. In 
Japan, 10-year sovereign debt yields, which were 
already close to 115 basis points, declined more 
modestly to just below 85 basis points over the 
same period (Chart 5.1.5). 

Emerging European market spreads to 
Treasury yields as measured by the Emerging 
Markets Bond Index Plus (EMBI+), have 
widened over 100 basis points over the past 
year through early July— largely in line with 
U.S. BBB corporate credit spreads— reflecting 
global growth concerns and the pull-back in 
risk appetite, as well as specific developments 
in certain countries. The spreads on bonds 
for other emerging markets also fluctuated in 
response to stresses and policies tn external 
markets (Chart 5.1.6). Some differences 
across emerging market economies are 
likely associated with country risk and 
growth prospects, as well as their policies for 
managing capital inflows and outflows. 

5.1.2 Other Asset Markets 

Aiift markets outside of sovereign debt have also been 
heavily influenced by developments in the euro area 
and the growth outlook, with (he notable exception of 
agricultural land and some commodities. Corporate 
debt spreads widened over the past 12 months, with 
spreads for financial firms increasing more than for 
nonfmancial firms. The dollar appreciated against 
the euro, reflecting continued concerns with rum am 
peripheral sovereign debt. 


Chart 5.1.5 10-Year Sovereign Debt Yields 
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Chart 5.1.7 Price Charges in Selected Equities Indices 
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Chart 5.1.9 U.S. Corporate Bond Spreads— Investment Grade 

BmPointt End Oale: 6-Juf-20l2 Bans Pants 

800 
700 
600 
500 
400 
300 
200 
100 
0 

2000 2002 2004 2006 2008 2010 2012 



Source: JPMjrgan 


Equities 

U.S. equity markets outperformed other major 
equities markets from mid-year 201 1 through 
early July 2012 after a period of considerable 
volatility (Chart 5.1.7). Equity markets in 
advanced and emerging economies fell sharply 
in the third quarter of 2011 as numerous 
concerns— including the unfolding European 
crisis, the sustainability of U.S. fiscal policy, 
and a slowdown in global growth— weighed 
on sentiment (Charts 5.1.8). By early October 

2011, the S&P 500 was around 17 percent below 
its level at the end of June 201 1 . The Euro 
Stoxx index declined around 27 percent over 
the same period, reflecting outsized declines 
in peripheral equity markets. As concerns 
subsequently eased during the first quarter of 

2012, buoyed in pan by global central bank 
actions and ongoing signs of economic recovery 
in the United States, U.S. equity markets 
reported strong gains. However, much of these 
recent gains in the United States have reversed 
following weaker than expected data on the 
U.S. recovery, weak global economic data and 
renewed concerns about the European crisis. As 
of July 6, 2012, the S8cP 500 was nearly 4 percent 
lower than at the end of the first quarter of 
2012, and European stocks fell almost 10 
percent over the same period. 

Corporate Bonds 

Corporate bond spreads to sovereign 
equivalents in the United States and Europe 
have generally widened since mid-2011, 
although this development has been less 
pronounced in the United States. A particular 
feature has been the large divergence between 
spreads on debt issued by financial firms 
versus nonfinancial firms, as investors focus 
on risks associated with the financial sector 
(Chart 5.1.9). A similar pattern can be found in 
the relative increase in CDS spreads of financial 
firms over nonfinancial firms. Issuance of 
covered bonds has outpaced unsecured debt 
issuance in a number of European banking 
systems, reflecting increased concerns about the 
creditworthiness of these institutions. Overall. 
U.S. dollar corporate bond issuance has 
rebounded strongly in 2012, particularly among 
nonfinancial issuers. 
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Foreign Exchange 

Over the past 12 months, foreign exchange 
markets were strongly influenced by euro 
area developments and monetary policy 
expectations. The euro broadly declined over 
the second half of 201 1 and first half of 2012, 
with dow nside pressure against the major 
currencies particularly evident late in 2011 
and 2012:Q2. In dollar-euro markets, bid-ask 
spreads widened slightly and options markets 
placed above average value on protection from 
further euro depreciation. Within Europe, 
the sharp depreciation against the safe haven 
of the Swiss franc prompted a strong market 
intervention by the Swiss National Bank in 
August and early September 2011, culminating 
with the establishment of a floor for the euro- 
franc exchange rate. Downside pressure on 
the euro against major currencies abated 
somewhat in early 2012. particularly against 
the yen. The Bank of Japan had intervened 
in foreign exchange markets in late October 
through early November 2011, selling yen and 
buying dollars, and also engaged in further 
monetary easing through the end of April 2012. 
The improvement in risk tone over that period 
was also associated with a partial rebound in 
many emerging market currencies, after they 
had depreciated sharply in the second half 
of 201 1 as reflected in the other important 
trading partners (OITP) and broad dollar 
indices (Chart 5.1.10). More recently many 
emerging market currencies fell against the 
dollar, prompting intervention by some of these 
countries to support their currencies. 


Chari 5.1.10 U.S. Dollar Exchange Rates 
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Overall, between July 2011 and July 2012, the 
U.S. dollar appreciated by nearly 15 percent 
against the euro, was broadly unchanged 
against the yen, and appreciated against most 
emerging markets currencies. Options markets 
are again placing a relatively high value on 
protection against euro depreciation, as 
measured by the price differential between out- 
of-the-money puis and calls. 


Commodities 

Commodity prices have displayed elevated 
volatility for the past several years, driven by 
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been rising sharply. Adjusting for inflation, 
current agricultural real estate debt levels 
remain significantly below the levels of the 
late 1970s (Chart 5.1.13). The Farm Credit 
System and community banks that specialize in 
agriculture lending have the bulk of exposures 
to agricultural land. Delinquency rates on real 
estate farm loans at commercial banks declined 
in recent quarters to about 3 percent at the end 
of 201 1, slightly above the historical average of 
about 2.6 percent over the past 20 years. 

5.1.3 Wholesale Funding Markets 

Use of short-term wholesale funding has dropped 
significant^, with declines tn outstanding volumes of 
both repurchase agreements and corporate paper. This 
development is likely to enhance stability of funding 
for financial institutions, as these entities shift to 
more stable funding sources such as retail deposits. 
However, this shift is partially due to market reaction 
to uncertainly and flight to safely, and it could be 
retraced as these uncertainties abate. 

Short-Term Wholesale Funding Markets Overview 

Short-term wholesale funding markets, 
which include large time and checking 
deposits, repurchase agreements (repos), 
and commercial paper, provide financial 
intermediaries with funds that supplement 
retail deposits to support their activities (Chart 
5.1.14). Sources of lending in the w holesale 
short-term funding markets are largely 
wholesale cash pools, including cash on the 
balance sheets of nonfinancial companies, 
reinvestments of cash collateral from securities 
lending, cash held by long-term mutual funds, 
and money market funds. These sources of 
funds have grown markedly as a percentage of 
GDP over the past two decades, although this 
percentage has been declining through the first 
quarter of 2012 (Chart 5.1.15). Nonfinancial 
corporate cash, in particular, has been growing 
at an accelerating rate, a pattern that continued 
through early 2012. 

Measures of reliance on short-term wholesale 
funding of domestic banking firms continue 
to decline and remain well below their peaks 
in 2008 (Chart 5.1.16). Slow growth in loans 


Chart 5.1.14 Large Bank Holding Company Lability Structure 


Shirt of Total End Date 2012 Q1 Share of Tot* 



Banks 

Source: FOB, * Other >wnwui piper >rTwb*p* /9 0evi«4/SM»id 
FRY-flC ifort «rO evtrjtfing caotgaitU u ■Qdier' 'eccrteC m FR Y->C 



Chart 5.1.15 Wholesale Cash Investors 
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Chart 5.1.16 Retail Deposits vs. Short-Term Wholesale Funding 
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relative to large deposit inflows, which haw 
been bolstered by the FDIC's temporary 
unlimited insurance coverage for non- 
interest-bearing transaction deposits, also 
supported this decline. 

Recent UBOR Investigations 

Recent investigations into possible manipulation 
of the London Interbank Offered Rate (LIBOR) 
underscore the importance of effective control 
processes to help ensure the integrity of funding 
markets. LIBOR rates sene as reference rates 
for most interest rate derivatives and variable 
rate loans. However, UBOR rates are not 
transaction rates. Rather, the LIBOR rate for a 
given currency and tenor is calculated based on 
the rates submitted by a pane! of member banks 
each morning to the British Bankers' Association 
(BBA). The accuracy of LIBOR as a measure of 
interest rates in the London interbank market 
depends crucially on the accuracy of banks’ 
responses to the BBA survey. 

While media reports of anomalies in the 
LIBOR rates have surfaced as far back as 
2007, concerns with the integrity of the 
LIBOR process escalated in late June 2012. 
Specifically, on June 27. in an internationally 
coordinated enforcement effort, the CFTC, US. 
Department ofjustke (DOJ) and the United 
Kingdom Financial Services Authority (FSA) 
each announced actions finding that Barclays 
had provided false information to the BBA 
surveys and attempted to manipulate LIBOR 
and another benchmark, the Euro Interbank 
Offered Rate (Euribor), on numerous occasions 
and sometimes on a daily basis over a four-year 
period, commencing as early as 2005. In 
addition, certain Barclays euro swaps traders, 
led at the time by a senior trader, coordinated 
with and aided and abetted traders at other 
banks in attempts to manipulate Euribor. 

Among other things, Barclays improperly made 
submissions both to benefit its derivatives 
trading positions and to protect against 
negative perceptions of the bank's health. 
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Barclays entered into settlement agreements 
with the CFTC, DOJ and FSA. The CFTC 
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imposed a $200 million penalty and issued 
an Order requiring Barclays to implement 
measures to help ensure that its submissions 
are transaction focused, based upon a rigorous 
and honest assessment of information and 
not influenced by conflicts of interest. Among 
other undertakings in the CFTC Order, in 
making submissions, Barclays transactions will 
be given the greatest weight subject to certain 
specified adjustments and considerations. In 
addition, Barclays was ordered to implement 
firewalls to prevent improper communications 
and submissions. As part of a non-prosecution 
agreement, the DOJ ordered Barclays to pay 
a $160 million penalty. In its action, the FSA 
imposed a penalty of £59.5 million. 


Chart 5.1.17 Estimated Value of the Repo Market 
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Repo Markets 

The overall repo market is composed of both 
bilateral transactions negotiated between 
two market participants and tri-party repo 
transactions in which the exchange of cash and 
collateral is administered by a clearing bank. 
The size of the overall repo market is difficult 
to measure, due to issues related to netting and 
accounting conventions. Additionally, existing 
data do not provide adequate visibility into 
the composition of repo activity. Chart 5.1.17 
displays two measures of the size of the repo 
market; tri-party repos and primary dealer 
repos, which include both tri-party and bilateral 
repos. According to both measures, the overall 
volume of repo activity remains substantially 
below that seen in the run-up to the crisis. In 
particular, tri-party repo activity peaked in 2008 
at $2.7 trillion and fell below $1,8 trillion in the 
yean since the end of the recession, well below 
pre-crisis levels. 


As the volume of tri-party activity has declined, 
so has the level of traditional and non- 
traditional collateral in tri-party since July 
2008. Traditional collateral consists of Treasury 
securities, agency mortgage-backed securities 
(MBS), agency debentures, and agency 
collateralized mortgage obligations (CMOs). 
Non-traditional collateral includes corporate 
bonds equities, private label CMOs, asset- 
backed securities (ABS), commercial paper 
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Chart 5.1.18 Tri-Party Repo Collateral Distribution 



PrtvMt LaM CMOs (2%) 
Tf*»njry Snips [3%i 
Opc<w 


ABSi2\j 

\A i/^CUhriisi 


k*r<iOAj> 

(Ttil 


Trwwnw |J1\| 


(CP), other money market instruments, whole 
loans, and municipal bonds. Non-traditional 
collateral accounts for only 16 percent of tri- 
party collateral as of May 2012 (Chart 5.1.18), 
down from 21 percent of the total in May 2011 
and 25 percent in July 2008, Among traditional 
collateral in the tri-party repo market, the 
share of Treasury- securities has increased at 
the expense of agency paper, consistent with 
relative shifts in supply and flight-to-quality 
in recent years. Most types of non-traditional 
collateral have fallen significantly, with private 
CMOs declining the most. 
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There are considerable concerns about 
structural weaknesses in the tri-party repo 
market. (See Box G: Ongoing Vulnerabilities in 
the Tri-Party Repo Market.) 

Commercial Paper and Asset-Backed 
Commercial Paper 

CP outstanding peaked at $2.2 trillion in July 
2007 and stood at $1.0 trillion at May-end 2012 
(Chart 5.1.19). As of May 2012, asset-backed 
commercial paper (ABCP) accounts for 32 
percent of the market, financial commercial 
paper accounts for 48 percent, and nonfinancia! 
corporate commercial paper accounts for 
20 percent. Financial CP and certificates of 
deposit (CDs) outstanding arc around 40 to 
50 percent below their pre-crisis peaks and. 
in recent months, financial commercial paper 
outstanding has continued to decline, largely 
due to reduced demand from investors for 
foreign bank commercial paper. 


ABCP was only about 6 percent of the total 
commercial paper market in 1990. but it 
accounted for about 60 percent of the total 
market in mid-2007, or approximately $1.2 
trillion. The market has shrunk steadily and, 
as of the beginning ofjuly 2012, it is currently 
at about $31 1 billion outstanding, with foreign 
bank sponsored conduits comprising the 
majority of the market. The Moody’s downgrade 
of 13 large U.$. and European banks in June 
2012, discussed in Section 5.2, also resulted 
in the downgrade of 18 ABCP conduits that 
rely on these banks for liquidity support. The 
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affected conduits haw a combined value of 
almost $70 billion. These downgrades elicited a 
noticeable market response, with an increase in 
the cost of funding these conduits. 

Securities Lending 

Securities lending is a transaction involving 
the temporary transfer of a security by one 
party (the lender) to another (the borrower), 
in exchange for collateral in the form of either 
cash or non-cash instruments. Institutions 
may want to borrow securities to facilitate 
short selling, for derivative hedges, or to 
avoid failing on a delivery. The main lenders 
of securities are institutional investors, such 
as pension plans, investment funds, and 
insurance companies. The main borrowers are 
hedge funds, broker-dealers, asset managers, 
derivatives traders, and market makers. Most 
domestic securities lending is done against cash 
collateral. Typically, the lender of a security 
pays an interest rate to the borrower for the 
cash collateral. Lenders, in turn, seek to earn 
an additional return by investing this cash in a 
variety of instruments. 

The global value of securities lending 
transactions remained fairly flat through June 
2012 at an average value below $2 trillion 
(Chart 5.1.20). The total market value of 
securities on loan in the United States was 
about $820 billion at the end of the second 
quarter of 2012. About 50 percent of the total 
U.S. market is represented by U.S. government 
securities, about 40 percent by equities, and the 
rest by fixed income securities. Reinvestment 
of cash collateral from securities lending 
declined in volume over the past year from $775 
billion in 201LQ1 to $670 billion in 2012:Q1. In 
addition, the weighted average maturity of such 
cash reinvestment declined markedly in late 
2011, likely in response to concerns associated 
with the euro area debt situation (Chart 5.1.21). 


Chart 5.1.20 Value of Securities on Loan 
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Chart 5.1.21 Securities Lending Cash Reinvestment 
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5.1.4 Housing Markets 
The housing market remains stressed. However, 
national home prices show signs of stabilising after 
a long-term decline, and some measures of house 
prices have shown upticks recently. Housing markets 
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Chart 5.1.22 National Repeat Sales Home Price Indices 
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Chart 5.1.23 Mortgages with Negative Equity 
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Chart 5.1.24 Mortgage Delinquency and Foreclosure 
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continue to bt weighed doom by elevated inventories of 
foreclosed homes, homes in the foreclosure process, and 
homes in danger of foreclosure, although the latter 
has been decreasing over the past year. In addition, 
the inventory of existing homes for sale has continued 
to decline and now stands at levels comparable to 
2004. Despite the overall improvement in economic 
and financial market conditions and historically low 
interest rates, access to residential mortgages remains 
constrained. The public sector continues to offer 
solutions aimed at stabilizing the housing markets by 
providing refinancing and modification options to 
prevent additional foreclosures. 

Housing Market Overview 

Housing activity remains at a historically 
low level. Home prices continued to decline 
through late 2011, though early 2012 showed 
signs of stabilization, including a rise in some 
housing price indices (Chart 5.1.22). National 
house prices arc still as much as 30 percent 
below their peak in 2006. Going into the second 
quarter of 2012, nearly 13 million homeowners 
had mortgage balances exceeding the values 
of their homes, a condition known as ‘negative 
equity’ (Chart 5.1.23). Although housing starts 
and existing home sales remain significantly 
below pre-crisis highs, they have risen by more 
than 30 percent from their respective 2009 and 
2010 lows through April 2012. The inventory 
of existing homes for sale has declined 
significantly over the last two wars and is 
currently comparable to levels last seen in 2004. 

indicators of credit quality in the residential 
mortgage sector continue to reflect the 
challenges confronting homeowners and 
lenders. The fraction of mortgages that 
are delinquent more than 90 days but not 
yet in foreclosure is sometimes referred 
to as the "shadow inventory" of homes in 
danger of foreclosure. This measure has 
declined from a high of 5 percent to around 
3 percent; however, it remains at elevated 
levels. Moreover, there has been little change 
in the fraction of mortgages that are in 
foreclosure, which remains around 4.4 percent 
(Chart 5.1.24). The inventory of mortgages 
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Measures to Strengthen the Housing Market 
To strengthen the housing market, the 
government developed a number of programs 



that arc in some stage of the foreclosure 





including mortgage payment assistance 
for unemployed borrowers, reinstatement 
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programs, principal reduction, and transition 
assistance for borrowers. 

In addition to these programs, the government 
agencies have made substantial efforts to 
address loan servicing and foreclosure abuses. 
In early 2012, 49 states and the federal 
government announced a $25 billion settlement 
with the five largest loan servicers. Under the 
terms of the settlement agreement, servicers 
are required to pay $5 billion to be allocated to 
states, borrowers, and the FHFA. In addition, 
servicers are also required to dedicate $20 
billion toward various forms of financial 
relief to borrowers, including reduction of 
principal balances on loans with negative 
equity and assistance in refinancing. These 
actions complement consent orders and other 
actions already being taken by the OCC, the 
FDIC, the Federal Reserve, and the FHFA to 
address and correct deficiencies in mortgage 
foreclosure processing. 

Government-Sponsored Housing Enterprises 

Government support to Fannie Mae and 
Freddie Mac has helped keep mortgage credit 
markets functioning, as private securitization 
largely remains absent. At the end of 201 1, GSE 
mortgage credit flow accounted for 71 percent 
of total mortgage origination (Chart 5.1.28), 
considerably higher than pre-crisis levels, with 
most of the remaining originations coming 
from the Federal Housing Administration 
(FHA) and Department of Veterans Affairs 
(VA). Residential mortgage-backed securities 
(RMBS) continue to be issued solely by housing- 
related GSEs and Ginnie Mae (GNMA), with 
negligible issuance of securities by non-agency 
entities (Chart 5.1.29). 

The financial position of the GSEs has 
improved recently. In 2012:Q1, Fannie Mae 
earned $2.7 billion income, and it did not 
request additional capita] support from the 
government. In contrast. Freddie Mac reported 
a net income gain of $577 million for the same 
quarter and is seeking an additional $19 million 
in capital from the Treasury (Chart 5.1.50). 
Although the loss rate from single-family 
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Chart 5.1.29 Issuance of RMBS 
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Chart 5.1.30 GSE Net Income and Losses 
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Owt 5.2.1 Aggregate BHC Pre-Tax Income 
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loans has been declining, this activity is still 
the main driver of losses at the CSEs. As of 
March 31, 2012, Fannie Mae and Freddie Mac 
reported single-family mortgage delinquency 
rates of 3.7 percent and 3.5 percent respectively, 
representing the lowest delinquency rates 
since 2009. 

5.2 Bank Holding Companies and 
Depository Institutions 

5.2.1 Bank Holding Companies 

Bank holding companies (BHCs) continue to 
enhance then overall strength with improved capital 
and liquidity positions. Both the quality and 
amount of capital at BHCs continue to improve due 
to positive operating results, capital raising, and 
regulatory changes. Most of the largest BHCs have 
resumed capital distributions after undergoing stress 
testing and capital planning under the enhanced 
supervision of the Federal Reserve. However, 
revenues at the largest BHCs remain challenged by 
general market uncertainty, slowing global growth, 
and the low interest rate environment; credit default 
swap (CDS) spreads remain elevated, and increases 
in pretax mcome continue to be driven largely by 
non-recurring item. 


A majority of commercial banks arc owned 
by BHCs, which include the bank and any 
nonbank subsidiaries such as broker-dealers, 
investment companies, or insurance companies. 
As of year-end 2011, there were 4,743 top tier 
BHCs in the United Stales (excluding Puerto 
Rico), with aggregate assets of about $17.4 
trillion. Aggregate pretax income in 2011 
totaled $148 billion, an increase of 26 percent 
from 2010 (Chart 5.2.1). 


Capital and liquidity 

In aggregate, capital ratios for BHCs improved 
from 2010:Q4 to 2012:Q1, with the tier one 
common capital ratio under current risk- 
based capital rules (“Basel 1") increasing 1.4 
percentage points to 11.1 percent as of 2012:Q1. 
Increases in retained earnings, primarily 
from positive operating results, contributed 
1.1 percentage points to this increase, while 
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addilional capital raising contributed 0.4 
percentage points (Chart 5.2.2). 

For the 19 largest U.S. BHCs, capital ratios 
continue to improve from post-crisis levels, 
with the aggregate tier one common capital 
ratio under Basel I improving 1.5 percentage 
points from 2010:Q4 to 2012:Q1 to 10.9 
percent (Chart 5.2.5). These 19 BHCs also 
underwent additional stress testing as part 
of the Comprehensive Capital Analysis and 
Review 2012 (CCAR 2012). Similar to the 2011 
exercise, CCAR 2012 was a forward-looking 
cross-sectional analysis designed to examine the 
capital planning processes at these firms. A key- 
part of the Federal Reserve's examination was 
a supervisory assessment of capital adequacy 
under a hypothetical stress scenario. This stress 
scenario was intended to help ensure a rigorous 
assessment of the BHCs' capital plans and was 
significantly more severe than prior stress tests. 
For example, one of the macroeconomic factors 
used in the stress scenario is the unemployment 
rate, which peaks at just over 13 percent for 
CCAR 2012— considerably higher than the 
comparable stress scenarios in both the 2009 
Supervisory Capital Assessment Program (SCAP) 
and the prior year's CCAR exercise (Chart 5.2.4). 

In the hypothetical stress scenario, the Federal 
Reserve projected that the 19 BHCs would 
have a total of $438 billion in tier one common 
capital, implying an aggregate tier one common 
ratio under Basel I of 6.3 percent at the end of 
the nine-quarter projection period— well above 
the 5 percent target established in the Capital 
Plans Rule issued by the Federal Reserve in 
November 2011. The pro forma capital level 
under the stress scenario actually exceeded 
the BHCs aggregate tier one common ratio 
at the start of the 2009 SCAP. reflecting the 
more than $300 billion increase in tier one 
common equity at these BHCs since early 2009 
(Chart 5.2.5). However, 4 of the 19 BHCs had 
one or more projected regulatory capital ratios 
fall below regulatory minimum levels at some 
point over the stress scenario horizon. 


Chart 5,2.2 Change in Tier 1 Common Ratios for Aggregate 
U.$. BHCs 
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Chart 5.2.3 Change in Tier 1 Common Ratios for 19 Largest BHCs 
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Chart 5.2.4 U.S, Unemployment Rate: Actual vs. Stress Scenarios 
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Chart 5.2.5 Initial and Stressed Tier 1 Common Capital Ratios 
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Chart 5.2.6 Consolidated Liquidity Ratio* lor Top 50 BHCs 
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Chart 5.2.7 Short-Term Wholesale Funding at Largest BHCs 
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Along with higher capital levels, balance sheets 
at the largest BHCs continue to be more robust, 
as assets became more liquid and liabilities 
more stable following the financial crisis. 

In particular, the fraction of assets on BHC 
balance sheets consisting of highly liquid assets 
is more than two standard deviations above its 
average from 1995 to the end of 2011 (Chart 
5.2.6). Less reliance on short-term wholesale 
funding (Chart 5.2.7), combined with an 
increase in core deposits, offers a more stable 
and resilient funding base. 

Since some of this rebalancing away from 
short-term funding across all banks is a result of 
flight to quality by wholesale funding suppliers 
and since some of the increase in core deposits 
may be associated with the expanded FDIC 
guarantee that is scheduled to expire at the 
end of 2012 . the longer-run persistence of these 
balance sheet improvements is unresolved. 
Moreover, some banks hare large amounts of 
wholesale funding that are not necessarily fully 
covered by liquidity buffers. 

For U.S. BHCs with assets less than $50 billion, 
the tier one common ratio under Basel I 
improved by approximately 1.6 percentage 
points to 12.6 percent over the 2010:Q4 to 
2012 :Q 1 period, primarily due to capital raising 
(1.4 percentage points) and positive operating 
results contributing to retained earnings 
(1 percentage point) (Chart 5.2.8). These 
increases were somewhat mitigated by the 
increase in risk-weighted assets that reduced the 
tier one common capital ratio under Basel I by 
0.7 percentage point. 

Many B1 ICs continue to engage in moderate 
share repurchases and dividend payouts in spite 
of continued economic uncertainty, forthcoming 
higher regulatory capital requirements, and 
enhanced regulatory scrutiny. Although many 
of the 19 largest BHCs that participated in the 
CCAR resumed distributions of capital in the 
form of dividends and share repurchases in 
2011, U.S. BHCs saw only a slight increase in 
dividends and a net issuance of common equity 
in aggregate (Chart 5.2.9). 
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As noted in the Councils 2011 Annual Report, 
the Basel Committee on Banking Supervision 
(BCBS) agreed in December 2010 to a further 
revised set of capital and liquidity standards 
collectively referred to as Basel III. In June 
2012, the Federal Reserve, FDIC, and OCC 
invited public comment on three proposed 
rules that would revise and replace the agencies' 
current capital rules. These proposals would 
implement, in the United States, the Basel 
III regulatory capital reforms from the BCBS 
and the changes required by the Dodd-Frank 
Act. Among other minimum standards, the 
proposals would establish a tier one common 
equity requirement equal to 4.5 percent of 
risk-weighted assets. It would also establish a 
capital conservation buffer above the minimum 
risk-based capital requirements, which must 
be maintained to avoid restrictions on capital 
distributions and certain discretionary bonus 
payments. As proposed, and consistent with 
Basel III, banking organizations generally 
would begin implementing the proposed capital 
reforms on January 1, 2013, and would be fully 
subject to the new standards by January 1, 2019. 
Concurrently, the agencies also approved a 
final rule to implement changes to the market 
risk capital rule, including those made by the 
BCBS in 2005 and 2010, to better capture 
positions for which the market risk capital rule 
is appropriate. The final rule will be effective 
on January 1. 2013. 

In November 2011, the BCBS released its 
framework and assessment methodology to 
identify globally systcraically important banks 
(G-SIBs) that are subject to an additional 
common equity tier one capital buffer ranging 
from 1.0 to 3.5 percent of risk-weighted assets. 
Eight U.S. BHCs were designated as G-SIB and 
would be subject to the higher capital standards 
beginning in 2016, with full implementation 
by 2019. As with Basel III standards, the G-SIB 
framework would be incorporated by member 
jurisdictions into their local capital rules. 


Chart 5.2.8 Change in Tier 1 Common Ratios for BHCs < $50B 
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Chart 5.2.9 BHC Dividends and Repurchases 
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Chart 5.2.10 Return on Average Assets 
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weighed down by concerns around potential 
contagion from Europe, among other 
vulnerabilities, discussed further in Section 7. 
Within the subset of 69 BHCs with assets greater 
than $10 billion, aggregate pretax income 
increased by 20 percent in 201 1 to $138 billion, 
but return on assets still remains lower than the 
levels that prevailed in the 10 years before the 
crisis (Chart 5.2.10). Trading revenue in 2011 
was negatively affected by sharply loner client 
activity and volumes amid fears of European 
contagion and concerns of slowing global 
economic growth. Earnings were also adversely 
affected by the interest rate environment 
characterized by both low short-term rates and 
low term premiums. Furthermore, approximately 
40 percent of this pretax income for 2011 was 
due to two non-recurring accounting items: (1) 
increased releases of reserves against losses on 
loans and leases due to improved credit quality; 
and (2) so-called ’debt valuation adjustments* 
(DVAs), whereby decreases in the mark-to-market 
value of a BI IC’s liabilities is booked as a profit. 

It is unclear to what degree these non-recurring 
items will contribute to the profitability of U.S. 
BHCs going forward, as the pace of resene 
releases continues to decline, and potentially 
tightening credit spreads would result in 
reversals of these mark-to-market DVA gains. 

On June 21, 2012, Moody's announced the 
results of its review of the credit ratings of 
large international banks with global capital 
markets operations. Fifteen global banks were 
downgraded, with 10 of these banks incurring a 
two-notch downgrade to their long-term ratings; 
Credit Suisse was downgraded three notches. 

(In addition, two dealer banks, Nomura and 
Macquarie, had been downgraded in March.) 
llicsc downgrades reflected a rc-asscssmcnt by 
Moody's of heightened uncertainties associated 
with capital market operations. However, 

Moody's continues to rate more highly those 
banks seen to have superior risk-management 
capabilities, more conservative funding profiles, 
and/or lower reliance on capital markets 
activities. These ratings actions were generally 
in line with market expectations and with prior 
guidance provided by Moody's in February. 
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Market Indicators 

Following the heightened level of duress in 
capital markets during the second half of 

2011. market indicators for BHCs reflected an 
improved investor sentiment and greater risk 
appetite in early 2012. These improvements 
later receded during the second quarter of 

2012. The market capitalization weighted price- 
to-book ratio of the six largest BHCs improved 
in 2012, but market valuations remained at a 
more than 25 percent discount to book value 
injuly 2012, which is below both the pre-crisis 
level and the average level over the past 12 years 
(Chart 5.2.11). In late 2011, an equally weighted 
average of CDS spreads for the six largest 
BHCs reached levels last seen during the crisis. 
Spreads remain elevated relative to early 2011 
levels (Chart 5.2.12). 


Chart 5.2.11 Price-to-Book Ratio of 6 Large Complex BHCs 

Rato End Date: OvM-2012 Raoo 



Source: Bloomberg Note: Martot-cap wtrgflled awag* 


Chart 5.2.12 CDS Spreads of 6 Large Complex BHCs 


5.2.2 Insured Depository Institutions 

Performance within the commercial banking 
industry continues to rrbound, coinciding with the 
general improvement in credit quality within the 
economy. Despite the rate of bank failures declining, 
the commercial banking sector has become more 
concentrated, as larger banks have seen higher levels 
of profitability and rebounded faster post-crisis. 

Insured Commercial Banks and Savings 
Institutions 

The banking industry is composed of more 
than 7,300 commercial banks and savings 
institutions. Of these, approximately 6,600 
institutions have assets under $1 billion, 88 
institutions have assets between $10 billion and 
$100 billion, and 19 institutions have assets over 
$100 billion. Failures, mergers, and a decline in 
chartering activity have contributed to further 
consolidation over the past several years. 

Failures of insured depository institutions 
continue to decline from crisis levels, as 92 
institutions representing $35 billion in assets 
failed in 2011 (Chart 5.2.13). An additional 
31 insured institutions have failed thus far in 
2012 (through July 6) representing $7.6 billion 
in assets. As of March 31, 2012, some 772 
institutions, accounting for 10.6 percent of all 
institutions, were on the FDIC’s problem bank 


End Date 6-JU-2012 
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Chart 5.2.13 FDIC*lnsured Failed Institutions 
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Chart 5.2.14 Commercial Bank and Thrift Pre-Tax Income 


Bifens crfUSS End Otto: 2012 Q1 B&jnso'USS 
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Chart 5.2.15 Commercial Property Price Indices 
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Source: Moody’s Irrrosto^ Some* NOS* Mar 2006 * 100. 


Chart 5.2.16 Concentration of Credit Union Assets 

Perttrt End Date: 2012 Q1 B***o(US$ 



lisi, with financial, operational, or managerial 
weaknesses that threatened their continued 
financial viability. 

Pretax net income for U.S. commercial banks 
and savings institutions totaled $169.3 billion 
in 2011, representing a significant increase 
over 2010 and a continuation of the rebound 
following the crisis. A rebound in credit quality 
with the associated reduction of loan loss 
provisions and other expenses continues to 
drive the improvements in pretax net income 
since 2009 (Chart 5,2.14). Although the largest 
institutions and community banks benefited 
from reductions in loan loss provisions, 
community banks have experienced a smaller 
increase in net revenue than large banks. In 
addition, community banks continue to deal 
with credit problems associated with relatively 
outsized concentrations in the commercial 
real estate sector, which remains depressed 
(Chart 5.2.15). 

Credit Unions 

The number of credit unions declined to 
7,094 institutions by year-end 2011, down 
from 7,339 at year-end 2010. This 3 percent 
decline in the number of credit unions is in 
line with recent trends. As in other parts of 
the banking system, assets in the credit union 
system have become more concentrated, with 
the top 100 credit unions increasing their 
share of total credit union assets to 39 percent 
(Chart 5.2.16). Corporate credit unions— 
which provide critical services to the broader 
credit union system— arc consolidating and 
deleveraging as they refocus their business 
models on providing operational support to 
consumer credit unions, raising capital, and 
adjusting to the new regulatory environment. 
As of year-end 2011, there are 24 corporate 
credit unions with $34 billion in assets— a 
decline from 27 corporate credit unions with 
$96 billion in assets in 2007. 

The credit union system experienced an 
improved return on assets (ROA) in 2011 of 67 
basis points, an increase from 50 basis points 
in 2010. Improved credit conditions were the 
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of foreign banks account for close to $2 trillion 
of banking assets, over 15 percent of total U.S. 
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Chart 5.2.19 U.S. Branches and Agencies of Foreign 
Banks: Assets 
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Chart 5.2.20 U.S. Branches and Agencies of Foreign 
Banks: Liabilities 
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banking assets. These entities represent an 
important source of credit for U.S. borrowers. 

There are different business models in the 
operations of branches in the United States, 
with a mix of targeted investment and asset 
strategies and a range of different funding 
approaches. On average, branches and 
agencies generally dedicate about 30 percent 
of their balance sheets to loans, but can differ 
substantially in the composition of their lending 
across commercial and industrial (C&I) activity 
versus other U.S. domestic customers. Direct 
C&I loans outstanding by these banks, which 
represents a major source of financing for U.S. 
businesses and investment projects, has been 
as high as $365 billion, but more recently has 
fallen closer to $260 billion, out of total loans 
of over $500 billion (Chart 5.2.19). Other 
securities held as assets have risen sharply 
from about $300 billion pre-crisis to closer to 
$1 trillion by 2012:Q1. Some of these branches 
and agencies also send dollar flows to their 
parent organizations and related affiliates, 
as indicated by the levels of Net Due from 
Related Depository Institutions in the balance 
sheet decompositions in Chart 5.2.19. These 
flows support dollar lending and investment 
activities in the United States and elsewhere. 
European parent banks in particular have 
actively used their branches to source dollar 
funding. Outstanding positions vis-a-vis parent 
banks currently are a smaller percentage of 
branch and agency assets than at any point in 
recent history. 

The liability side of balance sheets of the U.S. 
branches and agencies of foreign banks also has 
bearing on financial stability (Chart 5.2.20). 
Most of these U.S. branches arc not allowed to 
offer deposits insured by FDIC and thus lack 
access to the stable source of funds represented 
by households' checking, savings, and other 
transaction accounts. Instead, money market 
funds and other noninsured deposits provide 
the majority of funding for these institutions. 
When such funds and depositors withdraw 
from particular banks, which occurred in the 
summer of 201 1 when European banks were 
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viewed as particularly risky, it can destabilize 
the balance sheets of those banks, leading to 
deleveraging or potential reversals of support 
to the parent organization. (See Box H: 

Money Market Fund Responses to Euro Area 
Uncertainty.) Such dynamics arc masked, to 
some extent, in the aggregate statistics, as 
these deposits may be reoriented to other U.S. 
branches and agencies. However, the recent 
increases in Net Due to Related Depository 
Institutions shows a greater degree of support 
from foreign parent banks than previously 
had been the case, as investments are made 
to maintain the presence of these banks in 
U.S. asset classes and reduce contractions of 
lending activity and asset sell-offs that could 
otherwise occur. 

5.3 Other Financial Institutions 

5.3.1 Insurance 

Despite a substantial net detime in income in 201 1, 
capital levels within the insurance industry improved. 
The life insurance industry continues to play a 
significant role in long-term funding of assets through 
the investment of premium income. The low interest 
rale environment has proved challenging for lift life 
insurers to generate sufficient investment returns to 
meet high guaranteed benefits promised in prior years. 
Property and casualty insurers faced historically 
higher catastrophe lasses that impeded performance 
in 2011. 


Chart 5.3.1 Life and Other Insurance: Capital and Income 

8W0ftS0fUS3 End Data: 201 1 BBcretfUSS 



Chart 5.3.2 Life Insurers: Impact of Low Rate Environment 
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For life insurance companies, which sell 
retirement products such as traditional life 
insurance contracts and annuities, book capital 
grew modestly, despite net income declining 
by over 30 percent or $13.6 billion in 2011 
compared to 2010 (Chart 5.3.1). The spread 
between the yield that life insurers earn on their 
investments and a measure of the interest rate 
necessary to maintain policyholder reserves, 
also known as the required interest rate, has 
narrowed since 2007 (Chart 5.3.2). If this spread 
had stayed at 2007 levels, net income would have 
been $13.0 billion higher during the period 
from 2008 through 2011— $1.2 billion higher in 
2011 alone. 
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Chart 5.3.3 Commercial Mortgage Origination by Lender Type 
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The low interest rate environment poses a 
significant challenge for life insurers with 
sizable blocks of liabilities incorporating 
embedded interest rate guarantees, such as 
annuities or universal life insurance policies. 
The industry has reduced its minimum 
guarantees over time, but products sold when 
inierest rates were higher represent a continued 
drag on profits. The share of life and annuity 
product account values subject to a minimum 
guaranteed rate of return of 5 percent or 
higher fell from 20 percent to 10 percent 
over the 2006-2010 period, but more than 40 
percent of account values were still subject to 
a minimum guaranteed rate of return of 3.5 
percent or higher in 2010. Life insurers have 
exited selected markets due to the inability 
to meet the minimum guaranteed returns 
associated with the underlying products in this 
low rate environment. Of note, life insurers 
have increased their use of non-traditional 
investments, such as hedge funds and private 
equity, perhaps as a response to the low interest 
rates that currently prevail. 


The role of the life insurance industry in 
funding new commercial mortgages has 
increased since the collapse of conduit activity 
in 2008. Life insurers funded roughly 25 
percent of new commercial mortgages in 2011, 
compared to 10 percent in 2007 (Chart 5.3.3). 
Although the industry is playing a larger role 
in financing new loans, commercial mortgages 
as a share of total life insurance assets have 
decreased modestly from 2007 to 201 1 to less 
than 1 percent of assets. 

Property and casualty insurers, who sell 
insurance on homes, cars, and businesses, 
arc less affected by the low interest rate 
environment because they underwrite shorter 
duration liabilities without embedded interest 
rate guarantees. However, property and casualty 
insurers were pressured by large catastrophe 
losses in 2011. Insured catastrophe losses were 
$33.6 billion in 2011, 135 percent higher than 
in 2010 and exceeded only by the extraordinary 
losses associated with Hurricane Katrina in 
2005. Property and casually assets fell slightly 
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during 2011, although book capital levels were 
largely unchanged despite a 46 percent decline 
in net income from 2010 to 2011 (Chart 5.3.4), 

5.3.2 Money Market Funds 

Total money market fund (MMF) assets declined 
mm calendar year 2011, reflecting low yields and 
concerns over European exposures. Low rates also 
reduced revenue flows to fund managers. Substantial 
redemptions from MMFs in the summer of 2011 in 
response to heightened financial market uncertainty 
associated with euro area stresses and federal budget 
negotiations in the United States illustrates the 
extent to which MMFs are still subject to pro-cyclical 
redemption pressures. 

Total U.S. MMF assets declined from $2.80 
trillion at year-end 2010 to $2.56 trillion as of 
May 2012. Prime MMF assets declined from 
$1.62 trillion to $1.42 trillion, while government 
and Treasury MMF assets increased from $855 
billion to $872 billion during this period. 
Tax-exempt funds also declined from $330 
billion to $272 billion (Chart 5.3.5). During 
July and August of 2011, there was significant 
redemption activity due to the European debt 
crisis and the political uncertainty in the United 
States leading up to the debt limit extension 
in early August 2011. Between the end of May 
and the end of August 2011, prime MMF assets 
fell by more than $160 billion (9.8 percent) 
(Chart 5.3.6), with some funds diminished by 
as much as 50 percent over this period. Prime 
fund bank holdings in France continued to 
decline through the end of 2011. (See Box H: 
Money Market Fund Responses to Euro Area 
Uncertainty.) Since that period, prime MMFs 
haw bolstered their liquidity lewis to better 
handle redemptions, with daily liquidity levels 
ranging from 26 percent to over 30 percent and 
weekly liquidity levels holding at over 40 percent 
in late 2011 and early 2012 (Chart 5.3.7). MMFs 
also reduced maturities since the summer of 
2011, with the weighted average life for prime 
MMFs falling to around 70 days (Chart 5.3.8). 


Chart 5.3.4 Property and Casualty Insurance: Capital and Income 



Chart 5.3.5 Money Market Mutual Fund Assets by Fund Type 
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Chart 5.3.6 Institutional vs. Retail Money Market Fund Assets 
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Chart 5.3.7 Prime Furals Liquidity 
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Chart 5.3.9 Gross Yield ol 5 Outlier MMF Families 
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The tow interest rate environment also affected 
revenues of .WMF managers. Total expense 
ratios for MMFs have fallen from 49 basis points 
to 25 basis points for retail MMFs and from 26 
basis points to 18 basis points for institutional 
MMFs from 2009 to 2011. This significant drop, 
particularly among retail MMFs, is primarily 
due to fee waivers by MMF sponsors to present 
a positive net yield for MMF investors. As 
the extended low interest rate environment 
continues to put pressure on MMF yields, some 
MMFs have shown a willingness to take on 
additional portfolio risk (Chart 5.3.9), which 
increases MMF gross yields and offsets the 
pressure to provide fee waivers. Thus, while 
on average MMFs have shown a decreased risk 
appetite in 2012, some funds have sought to 
increase their risk profile. 

5.3.3 Broker-dealers 

The broker-dealer (BD) industry contracted 
significantly while reducing leixmge. Concentration 
in the industry increased. 

As of year-end 2011, there were 4,679 domestic- 
and foreign-owned BDs operating in the United 
Stales. Coinciding with a sharp decline in 
leverage within the industry, assets held within 
the U.S. BD industry fell sharply to $4.8 trillion 
at 2012:Q1 — a decline of 25 percent since 2007 
(Chart 5.3,10). 

The U.S. BD sector is relatively concentrated; at 
year-end 201 1, 60 percent of industry assets were 
held by the top 10 BDs, the largest of which 
are affiliated with foreign banks and domestic 
BHCs. By contrast, the top 10 independent BDs 
represented only 6 percent of industry assets. In 
late 2011, the third largest independent BD, MF 
Global, filed for bankruptcy. (See Box D: MF 
Global Bankruptcy.) 

Aggregate pretax income declined by 59 
percent in 2011 to $14 billion, as trading 
revenues declined sharply (Chart 5.3.11). 
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5.3.4 Specialty Lenders 

Specialty lenders continue to play a critical role m 
providing credit to those markets not served by the 
traditional banking industry and providing necessary 
funding in certain segments of the mortgage markets. 

The specially lending secior is composed of 
a wide range of entities, ranging from real 
estate investment trusts (REITs) who invest 
a majority of their capital in mortgage and 
mortgage-related holdings, to captive finance 
arms of major manufacturers who facilitate 
the financing of the parent firm's products. 

As of April 2012, specialty lenders owned 
approximately $654 billion of consumer loans, 
$330 billion of real estate loans, and $434 
billion of business loans. Aside from consumer 
credit revolving loans and retail business loans 
(Charts 5.3.12 and 5.3.13), specialty lenders 
experienced a slight decline in loan balances 
across a wide variety of loan categories, which 
was consistent with overall trends in the 
traditional banking industry. 

As the GSEs have reduced their investment 
portfolios, REITs have been a rapidly 
growing source of investment capital for 
agency mongage-backed securities (MBS). 

As of 2012:Q1, REITs held $299.4 billion of 
agency MBS, a 109 percent increase from 
2010 and roughly five times pre-crisis levels 
(Chart 5.3.14). 

5.3.5 Investment Funds 

Across the various types of investment companies, 
fund flows seem to reflect a general shift towards 
deleveraging and risk reduction by households 
and corporations within the uncertain financial 
environment. Performance in this low interest rale 
environment tended to be lackluster. 

Mutual Funds 

Mutual fund flows from year-end 2010 to 
2012:Q1 reflect growing investor preference for 
capital preservation, income generation, and 
lower volatility. Mutual funds had an estimated 
$202 billion net inflow for the period, largely 
attributable to taxable bond funds, which 
received a net $217 billion (Chart 5.3.15). Of 


Chart 5.3.10 Aggregate Broker-Dealer Assets and Leverage 
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Chart 5.3.11 Broker-Dealer Revenues 
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Chart 5.3.12 Consumer Loans Outstanding 
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BOX D: MF GLOBAL BANKRUPTCY 


MF Global Holdings Lid (MFG) and MF Global Rnance 
USA Inc. Bed on a consolidated basis lor relief under 
Chapter 11 bankruptcy protection on October 31. 2011. 

01 particular Interest in the United States was the joirrtty 
registered broker-dealer (BO) and futures commission 
merchant (FCM), operating as MF Global Inc., which 
entered liquidation proceedngs under the Securities 
Investor Protection Act (SIPA). 

The joimly registered BO-FCM was a clearing member 
at several domestic central cointerparty (OOP) 
clearinghouses, including the Chicago Mercantile 
Exchange (CME), the Options Clearing Corporation, and 
National Securities Clearing Corporation (NSCCj. The BO 
was also a primary dealer in government securities with 
the Federal Reserve Bank of New York. The BO-FCM 
conducted business for its own account, as well as for 
customers. 

A senes of events led to the bankruptcy of MFG. 

Between March 2010 and March 2011, MFG entered 
into repurchase agreement transactions collateralized to 
maturity with Biropean sovereign debt securities. During 
2011, the company continued its almost uninterrupted 
series of quarterly operating losses (9 of 11 quarters 
through September 2011) that resulted partly from 
declining interest income earned from Investing customer 
funds. On October 24. Moody's downgraded MF Global 
Holdings Inc., citing exposure to European sovereign debt, 
high leverage, and its Btely mabity to achieve financial 
targets. The following day. MFG announced a $192 
million quarterly loss. MF Global Holdings lnc.'s debt was 
subsequently downgraded to junk. Industry observers 
believe that the ratings downgrade also precipitated the 
towering of the collateral advance rate on the term to 
maturity repurchase agreements, prompting a margin call. 
The earnings report and credit-rating downgrade also 
impacted MFG's liquidity, as certain counterparties and 
clearing organizations assessed their credit exposure to 
MFG and imposed increased collateral requirements. 

On the day of the bankruptcy, the company did not 
default to the CME the Options Clearing Corporation. 


or NSCC. However, later on the same day. the company 
reported a shortfall in customer-segregated assets 

The full extent of the shortfall in commodities customer 
funds will not be known urrtj the Trustee managing MFG’s 
liquidation completes its efforts to recover assets and 
finalizes Ihe customer claims process. The Trustee has 
distrfouted approximated $3.9 billion to dale to customers 
who were trading primarily on U.S. futures markets. This 
represents approximately 72 percent of such customers' 
account balances. The Trustee also received the approval 
of the Bankruptcy Court on Apr! 26, 2012, to Sstribute 
up to an additional $685 million. includtog $600 million 
to customers with claims for accounts trading on U.S. 
contract markets. 

The Trustee, however, has stated that there is an 
approximate $1.6 billion gap between the vafue of the 
Trustee's estimate of potentially allowable commodities 
claims and the assets that are currently under the 
Trustee's control. A significant component of the gap in 
customer funds is attributable to approximately $700 
million of customer assets that were deposited wifo 
MF Global UK Limited, an MFG affiliate in the United 
Kingdom, for trading on non-U.S. markets. The Trustee 
is disputing the treatment of these funds under English 
law with the Joint Special Administrators of MF Global 
UK Limited, and the likelihood of such assets being 
repatriated is uncertain at this time and is erfoected to bo 
subject lo future litigation or further United Kingdom court 
action. In addition, multiple federal agencies are reviewing 
the circumstances surrounding the transfers of monies 
out of customer-segregated bank accounts (particularly 
certain transfers that occurred during the week prior to 
the bankruptcy Hng). 

An SOTMed Squidation was initiated on October 31. The 
firm had 200 to 300 securities accounts totaSng less 
than $500 million in assets and over 38.000 commodity 
customer accounts totaing over $7 billion. The SIPA 
Trustee managing the liquidation is responsWe for returning 
customers’ property as quickly as possible, including 
both securities and commocSties customers. As stated 
previously, approximately 72 percent of U.S. segregated 
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customer property has been dstnbuled to commodities defaulting customers of the FCM but not the collateral of 
customers tracing on U.S. designated futures marirets as the non-defaulting customers, as is permitted today with 
of April 25 on a pro rata basis. As a result of a distribution exchange-traded futures, 

of funds recently approved by the bankruptcy cowt, that 
nunber should increase to over 80 percent 

The missing customer money highlights the issue of 
customer protection for commodities accounts. FCM 
accounts at custodians that contain customer property 
are under the control of the account holder, the FCM. 

FCMs routinely keep substantial amounts of ther own 
capital in their customer accounts in order to protect 
against any possibility of a shortfall in customer accounts 
that may result from daily market moves, margin 
requirements, and other activity. AccorrSngly, it is critical 
for custodians to monitor the transfer of any money out of 
segregated accounts. 

The CFTC has taken steps to enhance customer 
protection. In December 2011, the CFTC amended its 
regulations governing derivatives clearing organizations 
(DCOs) and FCM investment of customer funds. Among 
other things, the CFTC eliminated from the list of 
permitted investments BD-FCM in-house transactions that 
are the economic equivalent of repurchase agreements, 
repurchase agreements with affiliates, corporate notes 
and bonds that are not federally guaranteed, and foreign 
sovereign debt instruments. The amended regulations 
also imposed asset-based concentration imits and repo 
counterparty concentration limits, in addition to mandating 
stricter issuer-based concentration imits than had been 
applied previously. 

The CFTC has also issued a new rule for customer 
segregation of cleared swaps, called legal segregation 
with operational comminglng (LSOC1- Under this model, 
each FCM will provide the DCO with position and 
collateral vacation information at the customer account 
level. The DCO can hold customer cdlatera! provided by 
FCMs in the same commingled manner as it holds margin 
assets for exchange traded products. In a situation of 
■double default,' where the default of an FCM customer 
causes the FCM to default to the DCO. the DCO woiid 
be able to then identify and access the collateral of the 
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Chart 5.3.13 Business Loans Outstanding 
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Chart 5.3.14 Real Estate Investment Trust (RETT) Assets 
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Chart 5.3.15 Mutual Fund Ftows by Asset Class (2011 to 2012 Q1) 
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note, the strong asset growth rates in high- 
yield funds (17 percent growth rate, relathe to 
2011 year-end net assets) and emerging market 
bonds (55 percent growth rate) over this period 
may reflect investor preference for yield among 
lower volatility fixed income products (Chart 
5.3.16). In contrast, U.S. equity funds had 
net outflows of $86 billion, with net monthly 
outflows since May 2011. 

Pension Funds 

As of the fourth quarter 2011, the combined 
assets under management of private and public 
pensions were over $15.3 trillion (Chan 5.3.17). 

Both public and private defined benefit plans 
remain significantly underfunded relative 
to the present value of their liabilities due to 
inadequate past contributions, low interest 
rates, and losses incurred in 2007 and 2008. 

As of year-end 2011, public defined benefit 
plans were only 76 percent funded, while 
private defined benefit plans were 79 percent 
funded (Chart 5.3.18). Some private pension 
funds have received contributions to make up 
shortfalls or have been able to adjust their plans 
to reduce future outlays. 

A number of state and local pension funds 
continue to grapple with structural shortfalls 
between their assets and liabilities. While 
these pension funds face pressure to reduce 
their expected return assumptions, many 
arc reluctant to change assumptions in a 
meaningful way, reducing expected returns 
by only 25 to 50 basis points over the past 
three years. Currently the median assumed 
expected return across public plans is 8 
percent, while private sector estimates of 
returns are closer to 6 percent. 

Over the past three years, many states and 
localities have increased efforts to address 
long-term pension funding issues by curtailing 
benefits and increasing employee contributions, 
among other measures. Analyst views on the 
impact of these changes on pension funding 
profiles differ, with some viewing them as 
positive for long-term plan sustainability, while 
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others regard tliem as insufficient to address 
medium-term funding needs. To reduce fiscal 
pressures, state and local pension funds may 
seek to further curtail benefits for current 
and future retirees or seek increased financial 
support from their respective sponsors. If 
successful, these developments could lead to 
lower expected payouts for employees, reduced 
services, higher taxes, or some combination of 
all three. However, public pension benefits are 
often legally guaranteed, and amending them 
remains challenging. 

Private Equity Funds 

U.S. private equity assets under management 
increased to $1.7 trillion in 2011 (Chart 5.5.19). 
The growth in assets continued to be supported 
by allocations from institutional investors such 
as pension funds, which comprise 43 percent of 
U.S. private equity capital. Although leveraged 
buyouts and venture capital account for over 
half of private equity assets under management, 
advisers continue to diversify their investment 
strategies into areas such as real estate, natural 
resources, distressed assets, and emerging 
market opportunities (Chart 5.3.20). 

The high volume of fund-raising and robust 
deal activity that signified pre-crisis private 
equity activity created the conditions that 
currently prevail, with advisers now focused 
on exiting existing investments and deploying 
committed capital. Given the constrained initial 
public offering (IPO) environment and tepid 
mergers and acquisitions activity amid ongoing 
economic uncertainly, private equity firms are 
focused on realizing returns on historically 
high levels of existing portfolio investments. 
They are also seeking investment opportunities 
for over $500 billion in undeployed capital 
commitments stemming from record 
lev els of fund-raising from 2005 to 2007. 

(See Chart 5.3.19.) 

Hedge Funds 

Institutional investors continue to be interested 
in hedge funds as an asset class in part because 
of the perception that the correlations between 
hedge funds and broad asset classes are low. 


Chart 5.3.16 Mutual Fund Taxable Bond Flows (2011 to 2012 Q1) 
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Chari 5.3.17 Retirement Funds by Type 
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Chart 5.3.18 Public and Private Pension Funding Level 
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Chart 5.3.19 U.S. Private Equity AUM 
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Chart 5.3.21 Change in Hedge Fund AUM 
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At year-end 201 1, assets managed by hedge 
funds were approximately $2.13 trillion, which 
represents a 3,5 percent increase from year 
2010. This growth in assets under management 
primarily reflected inflow, rather than fund 
performance in 2011 {Chart 5.3.21). In fact, 
hedge funds had lackluster performance across 
the major strategies for the calendar war 
(Chart 5.3.22). Similar to other investment 
options, hedge fund performance has 
rebounded slightly in early 2012. 

Following the crisis, institutional investor 
preferences for larger, more established funds 
with longer track records led to a greater 
concentration of industry assets at larger 
firms. This trend continued through 2011 and 
into 2012 as larger funds benefitted from the 
perception of increased stability. 

Exchange Traded Funds 

Exchange traded funds (ETFs) remain a 
popular means of achieving exposure to various 
market indices, as evidenced by their continued 
growth in terms of product launches and asset 
growth (Chart 5.3.23). In 2011, the number of 
U.S.-listed ETFs grew by 28 percent to 1,353 
products, and ETF assets grew by 6 percent to 
$1.06 trillion. Compared to 2010, net inflows 
in 2011 remained flat at $121 billion with 
higher concentrations of funds moving into 
ETFs with taxable bond. U.S. stock, and sector- 
specific strategies. 

The U.S. ETF market remains populated 
predominately by passively managed 
products that track widely followed indexes 
in equity, fixed income, and commodity 
markets. Recently, alternative index strategies 
have emerged as ETF providers adapt to 
an increasingly saturated market These 
‘fundamental indexing' products rebalance 
their holdings according to proprietary 
methodologies that seek to extract value that is 
either not captured, or is obscured by, existing 
index construction. For example, among equity- 
based ETFs. such products may focus on lower 
volatility, lower beta to the broader market, 
higher earnings quality, higher dividend yield, 
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and so forih. On a related note, fixed income is 
widely viewed by industry observers as a likely 
avenue of growth for passively managed funds. 

In addition to the growth of fundamental 
indexing, actively managed ETFs are cited 
by some as a potential new avenue for the 
ETF industry to grow. ETFs are required to 
disclose their holdings daily, while traditional 
mutual funds generally disclose their holdings 
quarterly. The requirement for daily disclosure 
is a matter of concern to some active managers, 
who fear the exposure of their strategies in 
the ETF structure may adversely affect the 
values of their funds. However, 2012 has seen 
notable launches of and filings for new actively 
managed ETFs, particularly for fixed income 
products, indicating that active management 
may indeed overcome the disclosure issue. 

Despite the continued robust growth of the 
global ETF market, market participants remain 
attentive to some potential risks pertaining to 
ETFs, which may not yet be fully understood. In 
particular, some market participants continue 
to highlight the synthetic ETF structure as a 
potential transmission mechanism for risks 
between the United States and European 
financial systems. A synthetic ETF generates 
the return of an index through a total return 
swap with a bank, whereas a ‘physical" ETF 
holds the actual index constituents. Synthetic 
ETFs are common in Europe but not in the 
United States. Synthetic ETFs may manage 
to track indexes with lower trading costs and 
lower tracking error— particularly for less 
liquid markets— compared to an ETF. However, 
despite their potential advantages, some market 
participants continue to voice concerns over the 
potential for this structure to amplify financial 
market stresses in the event that a bank 
engaging in swaps with a synthetic ETF sponsor 
should be unable to meet its obligation. In 
addition, the emergence of new types of ETFs 
and similar products, such as leveraged and 
inverse-leveraged ETFs, actively managed ETFs, 
and ETFs based on very particularized asset 
classes, is a growing trend in the market and a 
focus of regulators. 


Chart 5,3.22 Hedge Fund Performance by Strategy 
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BOX E: CURRENT STATUS OF REMAINING STABILIZATION FACILITIES 
INAUGURATED DURING THE CRISIS 


During the crisis, various federal agencies set up facilities 
to help stabilise the financial system when private market 
functioning was severely disrupted. Wife several of these 
facilities sf® hold net balances, most have been wound 
down m a manner that protects the II.S. taxpayer. 

TrouWed Asset Relief Program Bank Support Programs 

Key pats of the federal government's response to the 
financial crisis were carried out by Treasury under the 
Troubled Asset Relief Program (TARfy Among several 
TARP programs targeting the banking system, the largest 
wastheCapitalPurchase Program (CPfy under which 
Treasury invested approximately $205 b*on in over 700 
banking organizations. The CPP is now closed. As ol June 
29, 2012, repayments-along with interest, dividends, 
and other income-exceeded the original disbursement. 
Treasury estimates that the total gain to taxpayers from the 
$245 billion cfisbursed under all bank support programs 
under TARP will ultimately exceed $20 bBon (Chart E.1) 


Chart E.1 TARP Bank Support Program Status 
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Temporary Liquidity Guarantee Program 

The federal government's response to the financial crisis 
also included the FDIC's Temporary Liqurfity Guarantee 
Program (TLGP). The Transaction Account Guarantee 
(TAG) portion o( the TLGP guaranteed deposits in 
non-interest-bearing transaction accounts at insured 
depository institutionsTheTAGexpiredon December 
3t, 2010. Section 343 of the Dodd-Frank Act, which 


provided unlimited deposit and share insurance coverage 
tor non-interest-bearing transaction accounts beginning 
December 31 , 2010. is scheduled to expire December 31, 
2012. As ot March 31, 2012, $1,3 trillion in non-interest- 
bearing accounts at over 7,000 institutions exceeded the 
basic coverage knit or $250,000 per account but was fully 
insured by temporary coverage. Under the TIGR the FDC 
guaranteed newly issued senror unsecured debt of insixed 
depository institutions, their holding companies, and certain 
affiliates. No new debt can be guaranteed under the TLGP, 
but approximately $109 biion in guaranteed debt remained 
outstanding as ot May 31, 2012. 

Term Assei-8acked Securities Loan Facility 

The Term Asset-Backed Securities Loan Facility (TALF), 
which the Federal Reserve and Treasury began operating 
in 2009, was created to help market participants meet 
the ere* needs of households and small businesses by 
supporting Ihe issuance ot asset-backed securities (ABS) 
collateralized by certan consumer and business loans. 
Under the TALF, the Federal Reserve provided eligible 
borrowers with three-year and live-year non-recourse loans, 
collateralized by ABS. 

In total $71 billion in loans were provided under Ihe TALF, 
but many were repaid early. The outstanding amount of 
TALF loans fell from $24.7 bion at the start ot 2011 to 
$5.3 billion as of June 20. 2012. As ol the end of March 
2012, all collateral pledged against outstanding TALF loans 
maintained their AAA ratings, and all loans were performing 
as schedtAed. Treasury committed to provide the Federal 
Reserve up to $20 bfcn under TARP d credrt protection tor 
the TALF. This amount was later reduced to $4.3 billon in 
July 2010 and subsequently reduced to $1.4 bnon in June 
2012. Treasury expects to incur no losses on this balance. 

Maiden Lane LLC 

Outside ol and prior to TARP, the Federal Reserve Board 
authorized the Federal Reserve Bank of New York (FRBNY) 
to form Maiden Lane LLC (ML LLC) to facilitate the merger 
of Bear Steams with jPMorgan Chase (JPM). The Federal 
Reserve Board authorized FRBNY to extend credit to 
ML LLC, which it did through a $28.8 bBon senior loan. 
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to partially fund the purchase of certain assets and 
associated hedges from Bear Stems. As of June 14, 

2012, ML LIC fully repaid the loan (including interest) made 
by FRBNY. 

Assistance to American International Group 

The Federal Reserve Board and the Treasury provided 
a coordinated response to alleviate capital and liquidity 
pressures on American International Group (AIQ). At its 
peak, the amount committed to support AIG through 
FRBNY and Treasury was appradmatefy $180 Mon, 
FRBNY support included a secured revolving credit facSty 
to AIG, as well as the formation and extension ol credit to 
Maiden Lane II LLC (ML It) and Maiden Lane III LLC (ML II). 
To date, all of FRBNY's loans to AIG and to MUI and ML III 
have been repaid with interest. 

As of June 29, 2012, only Treasury's TARP investment 
in AIG remained outstanding. The $30.44 billon unpaid 
balance Is lass than the $34 Wion market value of the 
AIG common stock that Treasury holds. This stake and 
FRBNY's residual interest in assets held by ML II and ML 
III holdings related to FRBNY's imrestmertts in AIG are 
ikely to produce an additional proBt for the US. public 
(Chart E.2) 


Chart E.2 AIG Investments Committed and Returned 
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market by purchasing mortgage-backed securities (MBS) 
issued by Fannie Mae and Freddie Mac, In 2008 and 
2009. Treasury purchased MBS on the secondary market 
at a cost of $225 billion and completed the liquidation of 
these holdings in March 2012. The proceeds of sales, 

In addition to principal and interest received, were $250 
billon, exceeSng the program's cost by approximatety 
$25 bison. 


Auto Industry 

Treasury created the Automotive Industry Financing 
Program (A1FP) in December 2008 to prevent a 
Significant disruption of the US. automotive industry 
because of the risks such a disruption could pose to 
financial stability and the U.S. economy. Under the AIFP. 
Treasury invested approximately $80 billon in General 
Motors (GM), Chrysler, and their respective financing 
arms. As of 2012:01, GM and Chrysler, after substantial 
reorganzations. reported nine and live consecutive 
profitable quarters, respectively. 

Treasury has made substantial progress toward exiting 
its investments n automotive companies and continues 
to monitor the performance of these Srms and evaluate 
options to exit its investments. As of June 30, 2012, 
Treasury's investment n GM stood at $23,39 billon and 
in Ally financial at $13.75 billon. Treasury has fully exited 
its investment In Chrysler and Chrysler financial, which 
resulted in a $1 .3 billon loss unlikely to be fully recovered. 


Mortgage-Backed Security Purchase Program 

Using its authorities under the Housing and Economic 
Recovery Act of 2008, Treasury supported the housing 
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Ctat 5 . 4 .i Average Trade sta— ns. EquMn 5.4 Rnancial Market Infrastructure 

5.4.1 Electronic Trading of Exchange-Traded 
Instruments 

Technology has dramatically changed the market 
for exchange-traded instruments, with the growth 
m computerized trading algorithms resulting m 
smaller trade sizes, higher volumes, and potentially 
more complex trading strategies. At the same time, 
a proliferation of trading tenues outside traditional 
exchanges has resulted in increased fragmentation of 
equities markets and could have broader implications 
for the financial system. 

Soiree U S. Excha’ces. TabD Grouo 

Advances in computing and communication 
technology, along with regulatory changes, haw 
transformed electronic trading. 1 ligh-speed 
computerized trading has been a hallmark of 
modem equities, futures, and foreign exchange 
markets and has spread in recent years to 
markets for derivatives and fixed income 
instruments. Computerized trading is used to 
facilitate a wide array of activities, including 
automated order routing and so-called high- 
frequency trading. (See Box F: Algorithmic and 
High-Frequency Trading.) A vast expansion of 
market data supports these activities. 

Along with decimalization of US. equity and 
equity options markets, electronic trading has 
resulted in smaller tick sizes and decreasing 
trade sizes. In particular, a common use of 
computerized trading algorithms is to split 
trades into multiple smaller transactions. As 
seen in Chart 5.4.1, average size per trade 
in U.S. equities markets declined 81 percent 
since 1997, while volumes increased more than 
500 percent through May 2012. This practice 
of trade splitting has become increasingly 
evident over the past 15 years. Its likely 
purpose is to minimize the price impact of 
trading, but decreased trade sizes may also be 
a component of more complex computerized 
trading strategies. 

More generally, liquidity has been fragmented 
among various equity trading modalities, 
including exchanges, alternative trading 
systems, broker-dealer iniernalizers, and 
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so-called “dark pools." The latter are trading 
systems that arc not openly available to the 
public in which buyers and sellers submit orders 
anonymously, with neither order size nor price 
revealed publicly until the trade has been 
completed. In May 2012, almost a third of all 
trading in the equities market occurred outside 
exchanges in such dark pools and broker- 
dealer intemalizers, where customer orders 
are matched against each other or against 
proprietary orders of the internalizing broker- 
dealer (Chart 5.4.2). 

More recently, equities exchanges have been 
competing for market share in an environment 
of narrowing spreads, lower commissions, 
greater competition, and declining share 
volumes. Specifically, average daily volume of 
U.S. shares trading has declined 20 percent 
since a peak of 9.82 billion shares in 2009 to 
7.83 billion at the end of 2011 (Chart 5.4.3). 
Also noteworthy is the growth of trading in 
the Asia Pacific region. From 2000 through 
2009, Asia’s share of global trading more than 
doubled (Chart 5.4.4). This growth in Asian 
trading is a by-product of the rapid economic 
growth in this region, with a concomitant 
growth in demand for financial services. 

5.4.2 Wholesale Payments and Settlements 

Activity imthm the wholesale payments utilities has 
rebounded as both volumes and values continue 
to increase since the crisis. Robustness fin the 
largest of these utilities, the FtdumQ Funds 
Service, has improved, with earlier settlement limes 
and reduced operational risk. In addition, new 
and more demanding international standards 
have been released for large value payments and 
settlement utilities, as well as for other financial 
market infrastructures. 

The major wholesale payments utilities 
supporting U.S. financial markets are the 
Fedwirc Funds Service, a real-time gross 
settlement system operated by the Federal 
Reserve Banks, and the Clearing House 
Interbank Payments System (CHIPS), a 
continuous net settlement system operated 
by The Clearing House Payments Company 


Chart 5.4.2 Average Daily Volume Shares by Venue 
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BOX F: ALGORITHMIC AND HIGH-FREQUENCY TRADING 


Advancements h technology have had a profound effect 
on trading, as a cMy has become faster, more complex, 
and highly automated. Although computer-based 
algorithms hare been utilized in US. equities markets lor 
quite a while, the expansion intoother markets and the 
proliferation ol high-speed algorithmic trading-along with 
the current fragmented market structure-could lead to 
unintended errors cascading through the financial system. 
Regulators and market participants must help ensure that 
adequate controls aid risk-management practices are in 
place to mitigate these risks. 

High-speed algorithmic trading utilizes computer 
algorithms to determine the timing, price, and quantity 
of trades. High-frequency trading (HFT) is one partictiar 
type of algorithmic trading. While there is no standard, 
commonly accepted definition of HFT in the industry, HFT 
typically refers to the use of computerized tradng to move 
in and out of positions rapidly, generally ending the day 
Hat with Sttte or no exposure to the market on an overnight 
basis. In contrast, other styles of algorithmic trading allow 
positions to be held over longer time horizons. HFT is 
widely used in U.S, equities, global futures, and global 
foreign exchange, accounting for nearly 56 percent, 52 
percent, and 35 percent of total trading, respectively, in 
2011 (Chart F.1). 


Chart F.1 HFT % Use In Various Asset Classes 

Percent Ena Pale: 2012 Percent 



Sauce: Me Onx» Note: 2012 EsUmatt. 


Algorithms have long been used in U.S, equities markets, 
notably to route orders to the trading venue with the best 
execution price in compfiance with the SEC's Regulation 
National Market System (NMS). Over the past decade, 
algorithms have been adapted for trading in other 
asset classes. A notable class of computerized trading 
algorithms is so-caJed "black box" strategies, which are 
fully automated and preprogrammed, and which generally 
have trades initiated directly by the algorithm itself. Black 
box trading algorithms are capable of reacting to market 
data, transmitting thousands of order messages per 
second directly to electronic trading venues. canceing 
and replacing orders based on changing market 
conditions, and capturing price discrepancies with little or 
no human intervention. 

Gken the speed with which these transactions are 
executed, errors can propagate rapidly through systems 
and across markets. Such errors could Include unintended 
accumiiation of large positions, out-of-control algorithms, 
and erroneous "fat finger* trades. As a result, prudent 
and timely risk management is of paramount importance 
in these markets. Appropriate pre- and post-trade risk 
controls are desirable at all levels cf the trade life cycle, 
from trade submission to trade matching, clearing, and 
settlement. Therefore, trading firms, exchanges, broker- 
dealers (BD^, future commission merchants (FCMl foreign 
exchange prime brokers (FXPB), service providers, and 
dearing organizations each have an important rote to 
play in preventing, detecting, and responding to potential 
computer-generated trading errors. 

The desire for faster execution has prompted changes 
within the marketplace to minimize latency. Latency is a 
measurement of the time it takes to send an order to a 
trading venue and for a trading venue to acknowledge 
the order. Participants seek to minimize latency in 
order to increase the chances of getting prompt 
order execution at the best price. Factors affecting 
latency include geographical distance and response 
time from the exchange's matching engine and the 
speed at which market data and other signals from the 
marketplace are processed. 
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Reducing latency s particularly important for high- 
frequency traders because fhe passage of time, even for 
an instant, exposes them to marKet risk. Price makers 
are exposed to the risk that their orders could remain 
in the order book after the market has moved in the 
opposite direction of their trading strategy and before their 
cancellations are processed. Price takers are exposed 
to the risk that a resting order they want to capture could 
be cancelled prior to execution or could be captured by 
another, faster trader. 

In response lo demand for faster execution, some trading 
venues allow 'direct access' (sometimes referred to 
as 'sponsored access’), through which certain trading 
firms access the exchange's matching engine directly, 
bypassing the systems of their sponsoring BD, FCM, or 
FXPB. It is important that sponsoring entities offering 
drect access have proper controls in place for monitoring 
their clients' activity across the relevant platforms. Another 
way trading firms can reduce latency is to place (co- 
locate) their servers as near as possible to the trading 
venue's matching engine(s). An important policy issue 
is the extent to which trading firms have equal access 
to co-location or direct access services. 80s, FCMs, 
and FXPBs are financially responses for the trades 
of al their customers, including those that engage in 
algorithmic trading. To help ensure prudent customer risk 
management In the equity market, the SEC implemented 
Rtfie 15c3-5 in July 2011, which (among other things) 
requires BDs to maintain a system of controls and 
supervisory procedures reasonably designed to limit 
the financial exposures arising from customers that 
access the markets directly. In addition, the SEC recently 
approved two proposals by the SRO and F1NRA. The 
first proposal would update, on a pilot basis, the existing 
single-stock circut breaker mechanism with an additional 
'Im'it-up' and 'limit-down' mechanism that effectively 
prohibits trades from being immediately executed at 
prices outside of prescribed rolling bands. The second 
proposal would update, also on a pilot basis, the existing 
market-wide circuit breakers that, when triggered, halt 
trading in all exchange-listed securities Ihroughout 
the U.S. markets. The proposed changes lower the 
percentage-decline threshold lor tnggenng a market-wide 


trading halt and shorten the amount of time that trading 
is halted. Among other things, these mechanisms would 
help mitigate the impact of any algorithmic orders that 
could otherwise rapidly drive the price of a stock up or 
down. In the futures market, the CFTC has adopled roles 
to bolster risk management at the exchange, clearing firm 
and other levels. In Ihe foreign exchange market, prime 
brokers are increasingly making use of post-trade services 
designed to help prime brokers manage cSent risk on a 
real-time, intraday basis across multiple trading venues. 
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Chart 5.4.5 Annual Payment Clearing Volumes 
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Chart 5.4.6 Annual Payment Clearing Values 
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Chart 5.4.7 Fedwire Funds Daylight Overdrafts 
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LLC. The Fedwire Securities Service 
provides securities issuance, settlement, 
and transfer services for the U.S. Treasury, 

U.S. government agencies and government- 
sponsored enterprises, and certain 
international organizations. 

There was a sharp decline in 2009 in annual 
payment clearing volume and value for the 
Fedwire Funds Service, CHIPS, and the 
Fedwire Securities Service from pre-crisis peaks 
(Charts 5.4.5 and 5.4.6). From 2009 through 
2011, volume and values continued to modestly 
decline for the Fedwire Securities Service and 
showed a moderate rebound for Fedwire Funds 
Service and CHIPS. 

Two noteworthy developments in U.S. large 
value payment systems are the reduced use 
of daylight overdrafts (Chart 5.4.7) and the 
earlier submission of payments (Chart 5.4.8). 
Before 2008, only 20 percent of Fedwire Funds 
Service payments (by value) were settled by 
1:00 p.m. (Eastern), and only 50 percent were 
settled by 4:00 p.m. (Eastern). As of May 2012, 
some 20 percent of Fedwire Funds Service 
value settled by 10:00 a.m., and 30 percent 
settled before 2:00 p.m. (Eastern). Both of 
these developments appear to be driven largely 
by the increase in the quantity of reserves on 
bank balance sheets (Chart 5.4.9). From an 
operational risk perspective, earlier payment 
submission decreases the potential magnitude 
of liquidity dislocations and risk in the financial 
industry should an operational disruption 
occur near the close of the Fedw ire day at 6:30 
p.m. (Eastern). An open question is whether 
payments will revert back to late-in-the-day 
settlements if and when reserve balances revert 
to the pre-crisis norm. 

A final noteworthy development in wholesale 
payments and settlements is the release by 
the Committee on Payment and Settlement 
Systems (CPSS) and the Technical Committee 
of the International Organization of Securities 
Commissions (IOSCO) of a new package of 
standards called Principles for Financial Market 
Infrastructures, subject to adoption by regulators 
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in individual jurisdictions. The principles 
are intended 10 apply to all systemkally 
important payment systems, central securities 
depositories, securities settlement systems, 
central counterparties, and trade repositories 
(collectively ‘financial market infrastructures"). 
These principles contain new and more 
demanding international requirements that are 
designed to help ensure that the infrastructure 
supporting global financial markets is more 
robust and thus well placed to withstand 
financial shocks. The CPSS and IOSCO 
members (including the Federal Reserve, the 
CFTC, and the SEC) will strive to implement the 
new standards by the end of 2012. 

5.4.3 Derivatives Infrastructure 

Global use of over-the^ounler (OTC) derivatives 
expanded m 2011. Increasingly, these derivatives are 
centrally cleared, and data on these derivatives trades 
are reported to trade repositories, developments which 
enhance robustness of these markets. 

Global Derivatives Volumes 

As measured by notional value, the global OTC 
market has grown considerably faster than the 
exchange-traded derivatives markets (Chart 
5.4.10). Comparing the second half of 2011 
to the second half of 2010, the OTC market 
grew at an 8 percent pace, reflecting continued 
strong demand by end users for customized 
risk-management products. In contrast, the 
exchange-traded markets declined by 17 
percent over this period. Notional volumes 
for both exchange-traded and OTC interest 
rate products declined sharply in the second 
half of 2011, with notional amounts for OTC 
interest rate swaps dropping from 5553 trillion 
(U.S. dollars) to $504 trillion from 201 1:H1 
to 201 1:112, and exchange-traded numbers in 
the same period declining from $76 trillion to 
$53 trillion (Chart 5.4.11). It is likely that these 
declines were due to less need for interest-rate 
hedging in an environment of low interest rates 
and diminished credit growth. 

As measured by number of contracts, over 
two-thirds of exchange traded derivatives 
were traded outside the United States in 
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Chart 5.4,11 Global Exchange-Traded Derivatives 
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2011 (Chari 5.4.12). The share of derivatives 
volume traded on non-U.S. exchanges has been 
increasing over the past several years. 

Central Clearing of Derivatives 

A major trend in OTC markets over the past 
few years is the increasing numbers of OTC 
derivatives cleared by central counterparty 
(CCP) clearinghouses. CCP provide credit risk 
mitigation for market participants by’ acting as 
buyer to every seller and seller to every buyer. 
Prior to 2009, there had been central clearing 
of OTC derivatives, including clearing of 
interest rate swaps (IRS) by LCH.Clearnet's 
SwapCIear and clearing of various energy 
derivatives by the ClearPort system operated 
by the New York Mercantile Exchange (now- 
part of Chicago Mercantile Exchange, or CME) 
and by IntercontinentalExchange's (ICE) 

ICE Clear Europe. In 2009. ICE Clear Credit 
(formerly known as ICE Trust) and ICE Clear 
Europe, as well as CME, began clearing credit 
default swaps (CDS). Since the 2009 G*20 
commitment, which calls for central clearing 
of all standardized OTC derivative contracts 
by the end of 2012. clearing activity has grown 
dramatically in all such asset classes. Subsequent 
legislation in the United States (the Dodd- 
Frank Act) and regulation in the European 
Union (the European Market Infrastructure 
Regulation) are consistent with the spirit of the 
G-20 commitment. 

A good deal of progress has been made 
toward central clearing of standardized OTC 
derivatives contracts, although there is still 
progress to be made. LCH.Clearnet’s SwapCIear 
reports that the outstanding notional value of 
cleared IRS has grown from about $70 trillion 
in 2007 to almost $300 trillion going into 
June 2012 (Chart 5.4,1$). The number of new 
IRS contracts cleared per month (“monthly 
registration" in Chart 5.4.13) has risen from 
a bit over 20,000 in 2007 to nearly 150,000. 
SwapCIear now estimates that 52 percent of new 
IRS trades are presented to it for clearing. As of 
June 29, 2012, 40 percent of the notional value 
of IRS cleared bv SwapCIear is denominated 
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in euros, with 36 percent denominated in U.S. 
dollars (Chart 5.4.14). 

CDS markets also show a substantial increase 
in centrally cleared contracts. According to the 
International Swaps and Derivatives Association 
(ISDA), centrally cleared CDS contracts 
represented 10.6 percent of the notional 
amounts outstanding as of December 2011. The 
two major CCPs for CDS both show significant 
growth in clearing: ICE Clear Credit's open 
interest has grown from de minimis amounts 
three wars ago to $905 billion notional as of 
June 15, 2012, comprising $470 billion in index 
products, $390 billion in corporate single- 
name contracts, and $45 billion in sovereign 
single names. ICE Clear Europe reports similar 
growth (Charts 5.4.15 and 5.4.16), 

CCPs haw added numerous new products to 
clearing. For example, the various clearing 
entities associated with the ICE added over 125 
new OTC derivatives to their lists of products 
accepted for clearing, including energy swaps, 
emission swaps, and additional index, single- 
name and sovereign CDS over the past few 
months. Eurex Gearing has announced its 
intention to begin clearing OTC IRS in the 
second half of 2012. In mid-March 2012, 
LCH.Clearnet s ForexClear began clearing 
OTC foreign exchange (FX) non-deliverable 
forwards (NDFs). CME Group is also now- 
clearing OTC FX, and NDFs. ICE announced 
their plans to begin NDF clearing as well. 
Finally, the Options Clearing Corporation is 
developing a Standard & Poor's (S&P) 500 OTC 
option for clearing. 

One of the expected benefits of centralized 
clearing of OTC derivatives is the possibility 
of netting offsetting contracts that accumulate 
through repeated trading. LCU.Cleamet’s 
SwapClear reports a reduction of about 25 
percent of the notional value presented to it 
for clearing through netting, tearing up of 
offsetting contracts, and other processes to 
eliminate redundant contracts. ICE Clear 
Credit reports a much larger netting efficiency. 
They achieved a reduction of about 90 percent 
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Chart 5.4.17 Interest Rate Derivatives 
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of the notional value of the original CDS trades 
presented for clearing through netting, tear- 
ups, and other compression processes. 

Trade Repositories 

A relatively new feature in the market 
infrastructure for swaps is the development of 
trade repositories (TRs). Under Title VII of 
the Dodd-Frank Act, the details of all swaps 
(and security-based swaps) will have to be 
reported to a TR (or to the CFTC or SEC, as 
appropriate, if no TR is available). The major 
global swaps market participants are working to 
establish a trade repository for each asset class 
and have voluntarily provided information to 
the repositories on their ongoing and, in some 
instances, legacy trades. TRs are operational 
in the United States, United Kingdom, and/ 
or Luxembourg for interest rate swaps, credit 
default swaps, equities swaps, commodities 
swaps, and FX swaps. Additional TRs are 
expected to be operational by year-end 2012. 

TRs data can be used to measure the size and 
composition of different swaps markets. For 
example, according to TriOptima, a TR that 
served the interest rate derivatives market 
through m id-201 2 (before being replaced 
by a unit of Depository Trust and Clearing 
Corporation), some $495.9 trillion (notional) 
interest rate derivatives contracts have been 
reported to the TR by the so-called G-14 
dealers, of which a bit over one-half are cleared 
by a CCP (Chart 5.4,17). The vast majority 
of these centrally cleared swaps arc dealer- 
to-dealer contracts. In addition, another 17 
percent reported as non-centrally cleared 
dealer-to-dealer contracts were among the 
G-14 major swaps dealers. Similarly, the Trade 
Information Warehouse, a TR for CDS, reports 
that $25.0 trillion (notional) CDS contracts 
were reported to the TR, of which $15.7 trillion 
(approximately 65 percent) are dealer-to- 
dealer (Chart 5,4,18). This preponderance of 
dealer-to-dealer swaps, especially those among 
the largest dealers, appears to be an ongoing 
feature of these markets. Industry contacts 
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report that these interdealer trades are mostly 
for the purpose of hedging the risks associated 
with market-making activities. It is of interest 
that, in aggregate, dealer positions as seller 
of CDS protection ($20,343 trillion notional) 
approximately equal dealer positions as buyer of 
such protection ($20,341 trillion notional). In 
other words, the dealer community in aggregate 
has approximately a flat CDS book without a 
pronounced directional tilt. 
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Regulatory Developments; Council Activities 


Over the last year. Dodd-Frank Act implementation included introducing 
stronger supervision, risk management, stress testing, and disclosure standards; 
establishing resolution plans and an orderly liquidation regime for financial 
companies; regulating the derivatives markets to reduce risk and increase 
transparency; reforming the securitization markets; enhancing standards and 
disclosure requirements for hedge fund advisers; and implementing measures to 
enhance consumer and investor protection. 

In addition, the Council has continued to make progress in fulfilling its mandate. 
It has issued a final rule and guidance relating to the designation of nonbank 
financial companies for Federal Reserve supervision and enhanced prudential 
standards, and has finalized the designation of an initial set of eight systemically 
important financial market utilities that will be subject to enhanced risk- 
management standards. The Council also continued to monitor potential risks 
to U.S. financial stability; fulfilled explicit statutory requirements, including 
the completion of three reports; and served as a forum for discussion and 
coordination among the member agencies implementing the Dodd-Frank Act. 

The following is a discussion of the significant implementation progress the 
Council and its member agencies have achieved since the Council’s previous 
annual report. 

6.1 Safety and Soundness 

6.1.1 Enhanced Prudential Standards and Dodd-Frank Act Stress Tests 

Sections 165 and 166 of the Dodd-Frank Act require the Federal Resene to establish 
enhanced prudential standards and early remediation requirements for certain large 
bank holding companies (BHCs) and for nonbank financial companies designated 
for Federal Resent supervision. In December 2011, the Federal Resent issued, 
for public comment, a proposal to implement the enhanced prudential standards 
and early remediation requirements. The Dodd-Frank Act requires the enhanced 
standards established by the Federal Resent for covered companies under Section 
165 to (1) be more stringent than those standards applicable to other BHCs and 
nonbank financial companies that do not present similar risks to U.S. financial 
stability and (2) increase in stringency based on the systemic footprint and risk 
characteristics of individual covered companies. 

The Federal Resent s proposal includes risk-based capital, leverage, liquidity, single- 
counterparty credit exposure limits, supenisory and company-run stress testing, 
risk management and a risk committee, and early remediation requirements. 

The proposal would generally apply to all U.S. BHCs with consolidated assets of 
$50 billion or more and any nonbank financial company that is designated by the 
Council for supervision by the Federal Resent. The requirements to establish a 
risk committee of the board of directors and to conduct a company-run stress test 
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would also apply to BUG with total consolidated assets of $10 billion or more. With 
the exception of the requirements related to company-run stress tests, savings and 
loan holding companies (SLHG) that are not designated by the Council would not 
be subject to the requirements under this proposal. The Federal Reserve's proposal 
addresses the following: 

Risk-based capital and leverage requirements. These rules would be 
implemented in two phases. In the first phase, the institutions would be subject 
to the Federal Reserve's capital plan rule, which was published in December 2011. 
That rule requires covered companies to develop annual capital plans, conduct 
stress tests, and maintain adequate capital, including a tier one common risk- 
based capital ratio greater than 5 percent, under both expected and stressed 
conditions. In the second phase, the Federal Reserve would issue a proposal 
to implement a risk-based capital surcharge based on the framework and 
methodology developed by the Basel Committee on Banking Supervision (BCBS). 

Liquidity requirements. These measures would also be implemented in multiple 
phases. First, covered companies would be subject to qualitative liquidity 
risk-management standards generally based on the interagency liquidity risk- 
management guidance issued in March 2010. These standards would require 
covered companies to conduct internal liquidity stress tests and set internal 
quantitative limits to manage liquidity risk. In the second phase, the Federal 
Reserve would issue one or more proposals to implement quantitative liquidity 
requirements based on the Basel HI liquidity requirements. 

Stress tests. Stress tests of the covered companies would be conducted annually 
by the Federal Resent using three economic and financial market scenarios. A 
summary of the results, including company-specific information, would be made 
public. In addition, the proposal would require covered companies to conduct 
one or more company-run stress tests each year and to make a summary of their 
results public. 

Single-eounterparty credit limits. These requirements would limit credit 
exposure of a covered financial company to a single counterparty as a percentage 
of the firm's regulatory capital. Gedit exposure between the largest financial 
companies would be subject to a tighter limit. 

Risk management requirements. The proposal would require covered 
companies to establish a stand-alone risk committee of the board of directors, 
and appoint a chief risk oilicer to oversee enterprise-wide risk management. 
BHCs with $10 billion or more in consolidated assets would also be required to 
establish an independent risk committee of the board. 

Early remediation requirements. These measures would be put in place for all 
firms subject to the proposal so that financial weaknesses arc addressed at an early 
stage. The Federal Reserve has proposed a number of triggers for remediation- 
such as capital levels, stress lest results, and risk-management weaknesses— in 
some cases calibrated to be forward-looking. Required actions would vary based 


S01I FSOC II AmuoJ Rtptri 



159 


on ihc severity of the situation but could include restrictions on growth, capital 
distributions, and executive compensation, as well as capital raising or asset sales. 

The Federal Reserv e consulted with members of the Council in developing this 
proposal. The comment period for the proposal closed on April 30. 2012. 

In addition to the stress-testing requirements to be conducted by the Federal 
Reserve, Section I65(i)(2) of the Dodd-Frank Act also requires certain financial 
institutions to conduct stress tests based on regulations issued by that institution's 
primary federal regulator. In January 2012, the OCC, Federal Reserve, and FDIC 
issued proposed rules to implement these stress test requirements for institutions 
where they are the primary federal regulator. The comment period on these rules 
closed in April 2012. The Federal Reserve, OCC, and FDIC are coordinating their 
respective rulemakings to implement these provisions. 

6.1 .2 Transfer of Office of Thrift Supervision Functions 

Title III of the Dodd-Frank Act transferred various powers and functions of 
the former Office of Thrift Supervision (OTS) to the OCC, FDIC. and Federal 
Reserve. This transfer of functions occurred on July 21, 2011, with the Federal 
Reserve assuming responsibilities for SLIICs, the OCC assuming responsibilities 
for federal savings associations, and the FDIC for state savings associations. The 
OCC. FDIC. and Federal Reserve coordinated their efforts to help ensure a smooth 
transfer of these functions and affected OTS employees. To clarify which agency- 
will be enforcing the OTS rules, the Dodd-Frank Act required the OCC, FDIC, 
and Federal Reserve to publish a notice in the Federal Register identifying those 
regulations of the OTS that the agencies will enforce. The FDIC and OCC issued 
ajoint notice on July 6, 2011, and the Federal Reserve issued its notice on July 21, 
2011. The OCC has taken a number of additional actions to incorporate applicable 
OTS regulations in the OCC s chapter of the Code of Federal Regulations and 
to integrate OTS and OCC regulations and supervisory guidance. The Federal 
Reserve has similarly taken several steps to establish regulations and supervisory 
guidance for SLHCs. On July 21, 2011, the Federal Reserve issued supervisory 
guidance discussing the Federal Reserve's transitional supervisory approach for 
SLHCs. The Federal Reserve also published an interim rule to incorporate SLHCs 
into the Federal Resene's chapter of the Code of Federal Regulations and notices 
outlining the regulatory reporting requirements for SLHCs. 

As of December 31. 2011. there were 417 top tier SLHCs with estimated 
total consolidated assets of approximately $3 trillion. These SLHCs include 
approximately 48 companies engaged primarily in nonbanking activities, such 
as insurance underwriting (approximately 27 SLHCs), commercial activities 
(approximately 11 SLHCs), and securities brokerage (10 SLHCs). 

The 25 largest SLHCs accounted for more than $2.6 trillion of total consolidated 
assets. Of the SLHCs engaged primarily in depository activities, only five 
institutions were in the top 25, yet approximately 88 percent of the total SLHCs 
were engaged primarily in depository activities. The depository firms, however, held 
only 13 percent or $388 billion of the total SLHC consolidated assets. 
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in foreign exposure, and the market risk capital rule would apply to SLHCs with 
significant trading activity. 

In March 2012, the Federal Resent disclosed summary results of the 2012 
Comprehensive Capital Analysis and Review (CCAR). The CCAR is an exercise 
to evaluate the capital planning processes and capital adequacy of the largest 
BHCs. This exercise includes both company-run and supervisory stress tests to 
evaluate whether firms would hast sufficient capital in times of severe economic 
ami financial stress to continue to lend to households and businesses. The Federal 
Reserve estimated revenue and losses under the stress scenario based on detailed 
data provided by the firms and verified by supervisors. (See Section 5.2 for a more 
detailed discussion of the CCAR.) 

As a part of the CCAR, the Federal Reserve evaluates institutions' capital plans 
across a range of criteria, including a stress test that examines whether a firm 
could make all the capital distributions included in its plan, such as dividends 
and stock repurchases, while still maintaining capital above the Federal Reserve's 
standards in a hypothetical supervisory stress scenario. Other considerations for 
capital distributions include an evaluation of the firms' capital planning processes 
and plans to meet the new Basel III requirements that are scheduled to be phased 
in beginning 2013. assuming the final adoption of the Basel III NPR. 

Under the Federal Reserve’s proposed stress-testing rules (noted in Section 
6.1.1), the results of the company-run stress test would be incorporated into the 
analysis supporting a company’s capital plan submission. The supervisory stress 
test would be conducted by the Federal Resent during the annual capital plan 
review process and would be used as a tool to help the Federal Resent assess the 
adequacy of the company’s capital plan. 

In April 2012, the Federal Reserve announced the formation of the Model 
Validation Council (MVC). The MVC will provide the Federal Reserve with 
expert and independent advice on its process to rigorously assess the models 
used in stress tests of banking institutions. The MVC is intended to improve the 
quality of the Federal Resents model assessment program and to strengthen the 
confidence in the integrity and independence of the program. 

In May 2012, the Federal Reserve, OCC, and FDIC issued final supervisory 
guidance regarding stress-testing practices at banking organizations with 
total consolidated assets of more than S10 billion. The guidance highlights 
the importance of stress testing at banking organizations as an ongoing 
risk-management practice that supports a banking organization's forward- 
looking assessment of its risks and better equips it to address a range of 
adverse outcomes. While the guidance does not implement the stress-testing 
requirements of the Dodd-Frank Act for certain large BHCs and nonbank 
financial companies designated for supervision by the Federal Reserve (see 
Section 6.1.1), the guidance is intended to provide entities subject to the 
Dodd-Frank Act or other stress-testing requirements with principles to follow 
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when conducting stress tests in accordance with the Dodd-Frank Act or other 
statutory or regulatory requirements. 

6.1.4 Volcker Rule 

Section 619 of the Dodd-Frank Act, commonly known as the Volcker Rule, 
generally prohibits banking entities from engaging in proprietary trading and 
from investing in or sponsoring hedge funds and private equity funds, subject to 
certain exceptions. 

Section 619 requires implementation in several stages. First, the Council was 
required to conduct a study and make recommendations on implementing 
the Volcker Rule. The Council study, which was issued on January 18, 2011, 
recommended principles for implementing the Volcker Rule and suggested a 
comprehensive framework for identifying activities prohibited by the rule, including 
an internal compliance regime, quantitative analysis, reporting, and supervisory 
review. Second, the Federal Reserve was required to publish a rule to implement 
the conformance period during which banking entities, and nonbank financial 
companies supervised by the Federal Reserve, must bring their activities and 
investments into compliance with Section 619 of the Dodd-Frank Act. The Federal 
Reserve published a final conformance rule on February 14, 2011. 

By statute, following completion of the Council’s study, authority to adopt 
implementing regulations is divided among the Federal Resene. FDIC, OCC, SF.C, 
and CFTC. The statute requires the rulemaking agencies to consult and coordinate 
with each other, as appropriate, for the purposes of assuring, to the extent 
possible, that their rules are comparable and provide for consistent application and 
implementation. The Chairperson of the Council is responsible for coordination 
of the regulations. On October 11 and 12, 2011, four of the rulemaking agencies 
invited the public to comment on proposed rules implementing the Volcker Rule's 
prohibitions and requirements. The CFTC requested comment on a substantively 
identical proposal on January 11. 2012. The agencies received over 18,000 
comments from the public on the proposal and are working to finalize their rules. 

Pending issuance of final rules, the Federal Reserve issued a statement of policy on 
April 19, 2012, clarifying that entities subject to the Volcker Rule have the full two- 
year conformance period provided by statute, which would be until July 21 , 2014, 
to conform their activities and investments to the requirements of the Volcker Rule 
and the final implementing rutes. By statute, that deadline may be extended by 
the Federal Reserve. The Federal Resene’s statement of policy noted that banking 
entities should engage in good-faith planning efforts to enable them to comply 
with the Volcker Rule and final implementing rules by no later than the end of 
the statutory conformance period. The rulemaking agencies also announced that 
they plan to administer their oversight of banking entities under their respective 
jurisdictions in accordance with the Federal Reserve's conformance rule and 
statement of policy. 
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6.1 .5 Resolution Plans and Orderly Liquidation Authority 


Resolution Plans 

Section 165(d) of the Dodd-Frank Act requires nonbank financial companies 
designated by the Council for supervision by the Federal Resent and BHCs with 
total consolidated assets of $50 billion or more (‘covered companies’) to prepare 
and submit to the Federal Reserve, the FDIC, and the Council plans — sometimes 
referred to as "living wills’— for their rapid and orderly resolution under the U.S. 
Bankruptcy Code. The Federal Reserve and the FDIC must review each plan and 
may jointly determine that a resolution plan is not credible or would not facilitate 
an orderly resolution of the company under the U.S. Bankruptcy Code. Failure 
to resubmit a credible plan within the timeframe set by the Federal Reserve and 
FDIC may result in the agencies jointly imposing more stringent capital, leverage, 
or liquidity requirements, or restrictions on the growth, activities, or operations 
of the company, or any subsidiary thereof, until the company resubmits a 
plan that remedies the deficiencies. If the company has failed to resubmit 
an acceptable phn within two years after the imposition of more stringent 
requirements or restrictions, the Federal Reserve and FDIC, in consultation with 
the Council, may jointly require divestiture of certain assets or operations to 
facilitate an orderly resolution under the U.S. Bankruptcy Code in the event of 
the company’s failure. 

In November 2011, the FDIC and the Federal Resene published a joint final rule 
that implements the resolution plan requirement. In accordance with the joint 
final rule, covered companies with $250 billion or more in total nonbank assets 
(or, in the case of a foreign-based covered company, $250 billion or more in total 
U.S. nonbank assets) were required to submit their resolution plans to the Federal 
Reserve and the FDIC by July 1, 2012. Covered companies with at least $100 
billion (but less than $250 billion) in total nonbank assets (or at least $100 billion 
but less than $250 billion in total U.S. nonbank assets, for a foreign-based covered 
company) must submit their initial plans by July 1, 2013. Covered companies with 
less than $100 billion in total nonbank assets must submit their initial plans by 
December 31, 2013. 


As a complement to this rulemaking, the FDIC issued a final rule requiring any 
FDIC-insured depository institution with assets of $50 billion or more to develop, 
maintain, and periodically submit plans outlining how the FDIC would resolve it 
through the FDIC's resolution powers under the Federal Deposit Insurance Act. 
These two rulemakings are designed to work in tandem by covering the full range 
of business lines, legal entities, and capital structure combinations w ithin a large 
financial firm. Their overarching objective is to promote stability, but they should 
also improve contingency planning and risk management at a covered institution 
and improve the outcomes for an institution's constituencies and stakeholders if 
the institution fails. Importantly, as covered companies prepare and submit their 
living wills and those plans are reviewed, the process is expected to result in an 
ongoing dialogue between the supervisors and the firms that allows for continual 
improvements as the plans develop. 
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Orderly Liquidation Authority 

Title II of the Dodd-Frank Act establishes a new framework— the orderly 
liquidation authority (OLA)— to address the potential failure of a BHC or other 
financial company when the failure of the financial company 1 and its resolution 
under the bankruptcy code or otherwise applicable federal or state law would 
have serious adverse effects on financial stability in the United States. Under 
OLA. the FDIC would act as receiver of the financial company, and would resolve 
the company subject to OLA. 1 

In July 2011, the FDIC board approved a final rule implementing its Title II 
authority. The rulemaking, among other things, clarified the claims process and 
priorities for unsecured creditors as well as the treatment of secured creditors in 
a Title II resolution. In March 2012. the FDIC published a proposed rule setting 
forth the conditions and requirements that would govern the FDIC’s exercise 
of its authority under the OLA to enforce certain contracts of subsidiaries or 
affiliates of a financial company notwithstanding contract clauses that purport 
to terminate, accelerate, or provide for other remedies based on the insolvency, 
financial condition, or receivership of the financial company. The comment 
period on the proposed rule dosed on May 29. 2012. It is anticipated dial a final 
rule will be issued in the near future. 

Under Title II, the FDIC has the authority to borrow funds from the Treasury and 
to incur other obligations in connection with the orderly liquidation of a financial 
company, subject to a maximum obligation limitation (MOL). In June 2012, 
the FDIC and Treasury published, after notice and comment, a joint final rule 
governing the calculation of the MOL. Also, in April 2012. the FDIC adopted, 
after notice and comment, a final rule that sets forth the conditions under 
which a mutual insurance holding company would be treated as an insurance 
company for purposes of Title 11. The FDIC also intends to propose additional 
rules to implement the OLA, including (1) rules governing the minimum right of 
recovery and (2) joint rules with the SEC, after consultation with the Securities 
Investor Protection Corporation, governing the orderly resolution of certain 
broker-dealers (BD). 

Furthermore, Section 210 of the Dodd-Frank Act requires the FDIC 'to 
coordinate, to the maximum extent possible* with appropriate foreign regulatory 
authorities in the event of a resolution of a covered company with cross-border 
operations. The FDIC has been working diligently on both multilateral and 
bilateral bases with foreign counterparts in supervision and resolution to 
address these crucial cross-border issues. Although U.S. firms have operations 
in many countries, those operations tend to be concentrated in a relatively small 
number of key jurisdictions, particularly, the UK. The FDIC and UK authorities 
have made substantial progress in identifying and overcoming impediments 
to resolution. To facilitate bilateral discussions and cooperation, the FDIC is 
negotiating memoranda of understanding with certain foreign counterparts 
that will provide a formal basis for information sharing and cooperation relating 
to resolution planning and implementation under the legal framework of the 
Dodd-Frank Act 


20 1 X FSOC tl AnualRtptt 



165 


6.1 .6 Removal of References to Credit Ratings 

Section 939 of the Dodd-Frank Act removes references to credit ratings in certain 
statutes, while Section 939A requires each federal agency to review its regulations 
that require the use of an assessment of creditworthiness of a security or money 
market instrument and any references to or requirements in such regulations 
regarding credit ratings. Each agency must modify its regulations as identified by 
the review to remove references to or requirements of reliance on credit ratings 
and to substitute appropriate standards of creditworthiness. 

As required by Section 939A, after enactment of the Dodd-Frank Act. federal 
agencies reported to Congress on the review of their regulations that use credit 
ratings and a description of any of the regulations. Numerous federal agencies 
hast proposed or finalized rules that would modify their regulations to comply 
with the Section 939A requirements. For example, the federal banking regulators, 
in June 2012. finalized revisions to the market risk capital rules that implement 
alternatives to credit ratings for debt and securitization positions. Concurrently, 
the federal regulators invited public comment on three proposed rules to revise 
and replace the agencies' current capital rules, including implementing the 
changes required by Section 939A. The SEC adopted rule amendments removing 
credit ratings as conditions for companies seeking to use short-form registration 
when registering non-convertible securities for public sale and proposed several 
other rules that would remow credit rating agency references from many of its 
investment company rules and its rules applicable to BD financial responsibility, 
distributions of securities, and confirmations of transactions; the FDIC issued 
a final rule removing credit ratings from the calculation of deposit insurance 
risk-based assessments for large insured depository institutions; and the OCC 
issued a final rule to remove references to credit ratings in the OCC's rules for 
investments in securities, securities offerings and foreign bank capital equivalency 
deposit regulations. In December 2011, the FDIC proposed revisions to pan 362 
of the FDIC's regulations that would prohibit an insured savings association from 
acquiring and retaining any corporate debt security unless it determines, prior to 
acquiring such security and periodically thereafter, that the issuer has adequate 
capacity to meet all financial commitments under the security for the projected 
life of the investment. The FDIC's December 2011 N PR is consistent with the 
OCC's final role noted above regarding permissible investments. 

6.1.7 Insurance 

Section 111 of the Dodd-Frank Act, which established the Council, also 
provides that one of the ten voting members, in addition to the nine named 
heads of federal agencies, shall be “an independent member appointed by the 
President, by and with the advice and consent of the Senate, having insurance 
expertise.* On September 28, 2011, the President's appointee, referred to as the 
“independent member," was sworn in and seated as a member of the Council for a 
six-year term. Since that lime, the independent member has established an office 
and has actively engaged in the work of the Council and its committees with the 
assistance of a staff of two employees with insurance expertise. The independent 
member has also actively consulted with state insurance regulators and Federal 
Resene System staff responsible for the development and implementation of the 
supervisory framework for insurance companies. 
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The Federal Insurance Office (FIO) within the Treasury was established by the 
Dodd-Frank Act with the authority, among others, to monitor all aspects of the 
insurance industry, including identifying issues or gaps in the regulation of 
insurers that could contribute to a systemic crisis in the insurance industry or the 
US. financial system. FIO is authorized to coordinate federal efforts and develop 
federal policy on prudential aspects of international insurance matters, including 
representing the United States, as appropriate, in the International Association 
of Insurance Supervisors (IAIS). In exercising its authorities, FIO consults with 
federal agencies, insurance regulators, and interested parties. 

This past year, FIO joined the IAIS and its executive and other committees, all 
of which also include U.S. state insurance regulators as members. Through the 
IAIS, insurance regulators, supported by the National Association of Insurance 
Commissioners (NAIC), and FIO work with the insurance supervisors of other 
countries on international regulatory initiatives such as a common framework 
for regulating internationally active insurance groups. Through the IAIS, FIO 
and U.S. state insurance regulators are also working collaboratively with other 
insurance supervisors to develop a sound approach to the identification and 
oversight of global systemically important insurers. 

In addition to its existing responsibility for supervision of a BHC that is a 
major life insurance company, on July 21, 2011. the Federal Reserve assumed 
responsibility for over 25 SI.HCs that engage in significant volumes of life, 
property and casualty, or title insurance underwriting. The unique aspects of 
the insurance industry are addressed in various regulations that have been 
published for the BHC and SLHC populations. The Federal Reserve developed 
and implemented a specialized supervisory approach and customized supervisory 
guidance that reflects the risks and characteristics of the industry. This approach 
includes communication and coordination with stale insurance regulators. 

Insurance regulators, through the NAIC, continue work on updating the 
Insurance Financial Solvency Framework. Two of the more important initiatives 
relate to the continued work of the Solvency Modernization Initiative, which led 
to the adoption of the Own Risk and Solvency Assessment (ORSA) Guidance 
Manual in March 2012 and the revised Credit for Reinsurance Model Law in late 
2011. Later this year, state regulators are expected to finalize the ORSA Model 
Law to establish the ORSA filing requirement and the Valuation Manual, which 
will allow nates to consider adoption of the Standard Valuation Law to implement 
prineiples-based reserving. 

6.2 Financial Infrastructure, Markets, and Oversight 

6.2.1 Over-the-CountEr Derivatives Retorm 
Tide VII of the Dodd-Frank Act establishes a comprehensive regulatory 
framework for the over-the-counter (OTC) derivatives marketplace. The 
regulatory structure for derivatives set forth in the Dodd-Frank Act is intended 
to promote, among other things, exchange trading and centralized clearing of 
swaps and security-based swaps, as well as greater transparency in the derivatives 
markets and enhanced monitoring of the entities that use these markets. 
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The CFTC and SEC have proposed and begun to finalize numerous rules 
pursuant to the public notice and comment process and have engaged in 
extensive public outreach and interagency coordination, including public 
roundtables with agency staff, market participants, and other concerned members 
of the public; meetings involving staff from multiple regulators, both domestic 
and international; and agency staff meetings with members of the public. 

The SEC and CFTC haw jointly adopted rules further defining the terms “swap." 
“security-based swap," ‘security-based swap agreement," and haw also adopted 
final joint rules defining the terms “swap dealer," ‘security-based swap dealer," 
‘major swap participant," and "major security-based swap participant.’ 

In addition, the CFTC and the federal banking agencies issued proposed 
rules on capital and margin requirements for entities within their respective 
jurisdictions (for the CFTC, certain swap dealers and major swap participants; 
for the federal banking agencies, certain securities-bascd swap dealers and major 
swap participants as well). The proposed rules would impose initial margin and 
variation margin requirements for uncleared swaps held by entities under each 
agency’s jurisdiction. With respect to capital requirements, the federal banking 
agencies’ existing regulatory capital rules take into account and address the 
unique risks arising from derivatives transactions and would apply to transactions 
in swaps and security-based swaps. The CFTC has proposed capital requirements 
for entities under its jurisdiction. 

The CFTC has adopted several final rules, including reporting requirements 
to swap data repositories for swap dealers, major swap participants, and swap 
counterparties; rules that establish the process by which the CFTC will review 
swaps to determine whether the swaps arc required to be cleared; and business 
conduct standards and other regulatory requirements for swap dealers and major 
swap participants. 

The SEC has proposed rules to implement corresponding requirements for 
security-based swaps, and has adopted final rules that establish the process by 
which the SEC will review security-based swaps to determine whether the security- 
based swaps are required to be cleared. 

The SEC and the CFTC are considering the structural and systems changes 
market participants will have to make to satisfy the new derivatives regulatory 
framework. The agencies are also considering a phased-in approach to 
implementing the new rules. In June 2012, the SEC issued a policy statement 
describing the order in which it expects the rules regulating the security-based 
swap market to take effect. This ordering is intended to give security-based swap 
market participants adequate, but not excessive, time to come into compliance 
with the new rules applicable to them. 

On an international level. U.S. regulators are working as part of a group 
composed of representatives of the BCBS, the Committee on the Global 
Financial System, the Committee on Payment and Settlement Systems, and the 
International Organization of Securities Commissions to develop international 
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standards for margin on non-cenirally cleared derivatives. This group took an 
important first step when it issued a consultative report in July 2012. 

6.2.2 Private Fund Adviser Registration and Oversight 
Title IV of the Dodd-Frank Act closes a regulatory gap by making numerous 
changes to the registration, reporting, and recordkeeping requirements of the 
Investment Advisers Act of 1940 (Advisers Act). These provisions arc designed to 
provide the SEC with oversight authority over previously unregistered investment 
advisers to certain types of private funds, including hedge funds and private 
equity funds, and the authority to require recordkeeping and reporting by 
advisers to venture capital funds. 


Sections 404 and 406 of the Dodd-Frank Act authorize the SEC to collect data 
from investment advisers about their private funds to enable the Council to 
assess systemic risk and require a joint rulemaking of the SEC and CFTC for 
investment advisers that arc registered with both the SEC and CFTC. The 
agencies implemented this provision in October 2011 by adopting a rule that 
requires certain advisers to hedge funds, private equity funds, and liquidity 
funds to report non-public data regarding their operations and the risk profiles 
of the private funds they manage. Under the rule, SEC-registered investment 
advisers with at least $150 million in private fund assets under management 
must periodically file a new reporting form (Form PF). Private fund advisers that 
are also registered with the CFTC as commodity pool operators or commodity 
trading advisers may satisfy systemic risk reporting requirements of the CFTC 
by filing Form PF with the SEC. The first filings of Form PF, covering private 
fund advisers with $5 billion or more in priv ate fund assets, are due in July 2012 
for liquidity fund advisers and in August 2012 for hedge fund advisers. Smaller 
liquidity fund and hedge fund advisers, as well as private equity fund advisers, will 
be required to begin filing Form PF for the period ending December 31, 2012. 


In addition, in June 2011, the SEC adopted a rule that requires advisers to certain 
types of private funds, including hedge funds and private equity funds, to register 
with the SEC. To enhance the SEC's ability to oversee these advisers and enable 
the public to better assess the activities of private funds, the SEC requires private 
fund advisers to provide basic public information on Form ADV about the funds 
they manage, including information about the amount of assets held by the 
fund and identification of fund service providers (c.g,, auditors, prime brokers, 
custodians, administrators, and marketers). In addition, the SEC requires all 
advisers to provide further information on Form ADV about an adviser s clients, 
employees, and advisory activities. Investment advisers that had previously 
relied on the Investment Advisers Act exemption for private advisers, which was 
eliminated by the Dodd-Frank Act, were required to register with the SEC by 
March 2012. Registered investment advisers are required to adopt and implement 
policies and procedures to prevent violation of the Advisers Act and SEC rules. 

6.2.3 Office of Financial Research 

The purposes of the Office of Financial Research (OFR) arc to support die 
Council in fulfilling the Council's purposes and duties and to support the 
Council's member agencies. The OFR serves as a data and research resource for 
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ihe Council and its member agencies, and it is working with those agencies to 
mitigate reporting burdens and increase market transparency. In this context, 
the OFR serves as a shared resource for Council members and their agencies 
and staffs. 

The OFR provides data and analysis to support that work, either as a participant 
in Council activities or in response to requests from Council members or their 
agencies or staffs. The OFR will have the capacity to provide in-depth, long- 
term research, as well as tapid analyses of significant financial events to inform 
the Council's policy discussions. The OFR also has a responsibility to evaluate 
and report on stress tests and other stability-related assessments of financial 
entities overseen by member agencies, provide adv ice to member agencies on the 
impact of their policies as they relate to financial Stability, investigate disruptions 
and failures in the financial markets, and provide its analysis to the Council, 
Congress, and the public. 

The OFR is working with Council member agencies to support an international 
initiative to establish a unique, global standard for identifying parties to 
financial transactions. This Legal Entity Identifier (LEI) will allow for a better 
understanding by both regulators and market participants of true exposures 
and counterparty risks across the system. In July, the OFR publishes its first 
annual report to Congress on its research and data-related work to assess risks to 
financial stability. 

The Dodd-Frank Act provides that the OFR would be headed by a Director 
appointed by the President and confirmed by the U S. Senate. In December 2011, 
President Obama nominated Richard B. Berner to serve as the first Director of 
the OFR. That nomination is pending before the Senate. 

6.2.4 Market Structure 

Over the past several years, the SEC has been considering a range of issues 
relating to developments in equity market structure. As a part of this process, the 
SEC issued a concept release in January 2010 to seek public comment on a wide 
range of market structure issues, including high-frequency trading, order routing, 
market data linkages, and undisplayed, or “dark,* liquidity. The SEC continues 
to consider the issues raised in the 2010 concept release and whether additional 
regulatory actions are needed in this area. 

Recently, the SEC has taken specific actions to address market structure issues. 

For example, in July 2012, the SEC adopted a rule that would require SROs to 
develop a plan to create a consolidated audit trail. Such a consolidated audit 
trail would improve the timeliness and breadth of the information available 
to regulators for surveillance, investigations, and analysis of equity market 
activity. In June 2012, the SEC approved two proposals submitted by the national 
securities exchanges and FINRA that are designed to address extraordinary 
volatility in individual securities in the broader U.S. stock market. One initiative 
establishes a ‘limit-up’ and “limit-down’ mechanism that prevents trades in 
individual exchange-listed stocks from occurring outside of a specified price 
band. The second initiative updates existing market-wide circuit breakers that, 
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ABS. Repurchases often result from a loan that does not comply with the 
representations and warranties made in an underlying transaction pooling 
agreement. The rules also require that nationally recognized statistical rating 
organizations include information regarding the representations, warranties, and 
enforcement mechanism available to investors in an ABS offering in any report 
accompanying a credit rating issued in connection with such offering. Pursuant 
to Section 945, the SEC also adopted final rules in January 2011 requiring an 
issuer of ABS registered under the Securities Act of 1933 to perform a review of 
the assets underlying the ABS and to disclose information about the nature of 
the review. Under the rules, the issuer must also disclose information about (1) 
how the loans in the pool differ from the loan underwriting criteria disclosed in 
the prospectus, (2) loans that did not meet the disclosed underwriting criteria 
but were included in the pool, and (3) the entity that made the determination 
that loans be included in the pool even though they did not meet the disclosed 
underwriting standards. 

Section 942(b) of the Dodd-Frank Act requires the SEC to adopt regulations to 
require issuers of ABS, at a minimum, to disclose asset-level or loan-level data 
regarding the assets backing the ABS. if such data are necessary for investors 
independently to perform due diligence. In April 2010, the SEC had proposed 
significant revisions to rules regarding the offering process, disclosure, and 
reporting for asset-backed securities, including revisions to Regulation AB. 

As part of its April 2010 proposal, to augment existing pool-level disclosure 
requirements, the SEC had proposed to require that standardized asset-level 
data points regarding each asset in the underlying pool be provided at the 
time of securitization and on an ongoing basis. In July 2011, the SEC issued a 
release requesting additional comment on whether the April 2010 proposals 
appropriately implement Section 942(b) of the Dodd-Frank Act. 

In September 2011, the SEC proposed rules under Section 621 of the Dodd-Frank 
Act that would prohibit securitization participants of an ABS for a designated 
time period from engaging in certain transactions that would involve or result in 
a material conflict of interest. 


6.2.7 Audit Standards 

In the last year, the Public Company Accounting Oversight Board (PCAOB) 
has engaged in several projects related to auditing and professional practice 
standards. The PCAOB proposed a new auditing standard, Related Parties, and 
amendments to existing standards regarding significant unusual transactions, 
intended to enhance audit procedures in areas that have, at times, been used 
to engage in fraudulent financial reporting; proposed a new standard and 
amendments intended to enhance the relevance and quality of the communications 
between an auditor and a company's audit committee; proposed auditing and 
attestation standards that would apply to the audits of SEC-registered BDs and to 
the supplemental information accompanying audited financial statements; and 
proposed amendments to improve the transparency of public company audits 
by requiring the disclosure of the audit engagement partner's name in the audit 
report and the disclosure of other independent public accounting firms and other 
persons that took part in the audit. 
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CFPB has launched i is supervision program for very large depository institutions 
(in coordination with prudential regulators) and for nonbanks; established its 
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consumer response function; assumed rulemaking responsibility for federal 
consumer financial law transferred to the CFPB on July 21, 201 1; and issued a 
variety of rules and reports required under the Dodd-Frank Act. In addition, the 
CFPB continues to work to ensure that consumers have the information they need 
to understand the costs and risks of consumer financial products and services, so 
they can compare products and choose the ones that are best for them. Moreover, 
the CFPB is taking steps to clarify and streamline regulations and guidance 
to reduce unnecessary burdens on providers of consumer financial products 
and services. 

One of the CFPB’s first rulemaking initiatives is consolidation of mortgage loan 
disclosure forms under the Truth in Lending Act (TILA) and the Real Estate 
Settlement Procedures Act (RESPA) to make the information more useful to 
consumers and to reduce burdens on lenders. The Dodd-Frank Act consolidates 
rulemaking authority for the two statutes in the CFPB. The CFPB proposed 
regulations and model disclosures in July 2012. As part of its "Know Before 
You Owe“ initiative, the CFPB has been testing prototype disclosure forms that 
contain information required to be disclosed to consumers who apply for a loan 
to purchase a house or refinance an existing mortgage loan. 

in addition, the CFPB has been testing a prototype for a monthly mortgage 
statement designed to make it easier for borrowers to understand costs and 
fees associated with mortgage loans. The Dodd-Frank Act amends the TILA 
and requires creditors, assignees, or servicers to send the borrower a periodic 
statement for each billing cycle; the statement must include information about 
the mortgage’s principal loan amount, current interest rate, date on which the 
interest rate may next reset, and a description of any late payment fees, among 
other items. The CFPB plans, in the summer of 2012, to propose a rule, including 
a proposed form, to implement this requirement and several other servicing- 
related requirements under the Dodd-Frank Act. 

The Dodd-Frank Act also amends the Electronic Fund Transfer Act to provide 
protections to consumers who transfer funds to recipients located in another 
country (remittance transfers), and the CFPB adopted a rule implementing 
these consumer protections. In general, the rule requires remittance transfer 
providers to disclose to a consumer the exchange rate, fees, and amount to be 
received by the recipient when the consumer sends a remittance transfer. The 
CFPB also requested public comment on whether the rule should include a safe 
harbor to exempt community banks, credit unions, and other companies that 
process less than a certain number of remittance transfers per year from the 
new requirements. The final rule, with any adjustments, will go into effect on 
February 7, 2013. 

The CFPB has supervision authority over certain nonbank entities, including 
mortgage companies, private education lenders, payday lenders, and “larger 
participants" of a market for other consumer financial products or services. On 
February 17, 2012, the CFPB published Us initial proposed rule to define larger 
participnts in the consumer reporting and debt collection markets. The CFPB 
indicated that it will issue additional rules to define criteria for larger participants 
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in other consumer financial markets, selecting the appropriate criteria and 
thresholds for each of those markets. 

The Federal Resene, FDIC, OCC, and NCUA have worked closely with the CFPB 
to help ensure a smooth transition of the CFPB's examination and rulemaking 
authorities. These activities have included the transfer of certain staff to the CFPB 
and the development of information and examination coordination memoranda 
of understanding. For its part, the CFPB consults actively with the Federal 
Resene, FDIC, OCC, and NCUA in the rulemaking process to help promote 
regulatory effectiveness and to meet the goals and requirements of the Dodd- 
Frank Act regarding consultation. 

6.3.2 Mortgage Transactions and Housing 

Title XIV of the Dodd-Frank Act, the "Mortgage Reform and Anti-Predatory 
Lending Act," contains several measures designed to protect consumers in 
mortgage transactions. Many of these measures were enacted as amendments 
to the TILA and the RESPA. Prior to July 21. 2011, the Federal Reserve was 
responsible for regulations implementing the TILA requirements and HUD was 
responsible for RESPA, but those rulemaking authorities transferred to the CFPB 
on that date. In addition to the CFPB's efforts to develop improved mortgage 
servicing disclosure standards (see previous text), the prudential regulators arc 
working to develop regulations under safety and soundness authority that address 
the servicing of performing and nonperforming mortgage loans, which would 
supplement the CFPB's TILA and RESPA rulemaking. Certain additional rules 
concerning appraisals must be promulgated on an interagency basis. The CFPB 
expects to issue proposals to implement a number of Title XIV requirements in 
the summer of 2012 and to finalize several rules by January 2013, including the 
rules described in the following text. 

Under new standards regarding residential mortgages, a lender is required to 
make a reasonable, good faith determination of an applicant's ability to repay 
before issuing a closed-end mortgage loan. In general, the “ability to repay" 
standard can be met if the loan is a "qualified mortgage." as defined under the 
Dodd-Frank .Act and by regulation. A lender receives certain protections from 
liability if a loan is a "qualified mortgage." The CFPB is responsible for finalizing 
a proposed rule that was issued by the Federal Reserve in May 2011. The Dodd- 
Frank Act also requires escrow accounts to be established for certain mortgage 
loans and mandates certain new disclosures regarding escrow accounts. The 
Federal Reserve issued a proposed rule to implement these requirements in 
March 2011, and the CFPB is responsible for finalizing that rule. In addition, 
the Dodd-Frank Act expands the range of mongage loans that are subject to the 
Home Ownership and Equity Protection Act and imposes new requirements on 
high-cost mortgages. These include mandatory counseling and other protections. 
For mortgage servicers, there will be requirements concerning provision of 
monthly statements, disclosures for hybrid adjustable rate mortgages, force-placed 
insurance, prompt crediting of payments, pay-off amounts, and error resolution. 
There also will be new requirements concerning compensation and qualification 
of mortgage loan originators, such as brokers and loan officers, and, for certain 
purposes, the companies that hire them. The Dodd-Frank Act also amends the 
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received has, in many instances, been particularly helpful to the SEC's 
investigative staff. 



3 !• i. 

g- 3 3 


2 |1 
3 1 1 


i 3- I 

I S. S' 

I Is. 

ill 

§■ S " 
•s 5- W 

sr» 

3 2 2 

■ 3 1“ 
6= -T- 


I s 


HU 


e 6 . 
-f 8 
a, •- 


5' 3. 2 
sr « E. 

* S’ 3 

|SJ 

^ ^ w 

Ilf 

||:3 

2 » W 

£ e. 3 

| ll 

II 6 


1 S ? f 
--1*8 
S’ I % 3 

o ~ S g. 


2 o 

5 ST 


f Sr || 


o’ § < 

3 f 


s. g i* ' 


£ s 

2 s' 

* H- 

a § 

!■ 5 - 
i 1 


1. 1 f 

3 o 3 

t » ? 


•Si. 


q * 

-3 -r 


i I If 

! 5 a? 


s 

S.S rS 

g- & Jr a. 

? ! s | 


S’ §■ si 

S 2. o 

« a- 
3 ? % 
<5 > S. 


1 1 ? 
s t §• 

S 


I S || 2 

>• =■ - 1 . E- =i 


I I 


? ; a? 
I- a 3= S' 
* a i 3 
s- = • g | 

S I g ! 


I I 

9- f 

S’ 1 

II 
? I 


O 
£ 


„ C_ 

r- 


5 |- 5 
g. § « 

8* o £ 


S' •a 5 £ 
s 8 “a • J 
I 3 -Tr 

sin - 


S' 3 
-5" | 


*■ I 

I 


rj 3 
rfl « 

S 3 



i § i 

B - a - 

12 r 


■ M 3 s 

§- So 

g s| 

fit 

2 i 3 
S. i | 
I 

0 3-3 

1 § S’ 


■ * g. 

3 cj 
£ 3 

•§ 2 
? S’ 
| | 
1 I 

s 


? 1 I C ! g 


3 a- -a 

3" ja T3 

II § 

3. e*. s 


13- 


3 4 


I 3 

I 1 

'S f 

3 5 

3 3 


i ■« 

2 “ 

5- S' 
? 1 
3 | 

0 5. 

R Sr 

lei 

g| 

1 i 


3 3 

if 

2 ~o 
. 9 ;I 

-= W 

£ 

3 


% * S 

-n *o w 

I |l 

§■ <« s 
1 2 I 
| S I 


Equal Credit Opportunity Act to require mortgage lenders to provide certain 



177 


6.3.4 Governance and Compensation 

To facilitate prudent risk management at financial institutions and to align 
the interests of executives and other employees with the long-term health of 
their organizations, Section 956 of the Dodd-Frank Act requires the Federal 
Resene. FDIC. FHFA, NCUA, OCC, and SEC to jointly prescribe rules or 
guidelines that require certain covered financial institutions to disclose to their 
appropriate federal regulator the structure of the incentive-based compensation 
arrangements offered by such covered financial institution sufficient to determine 
whether the compensation structure (1) provides an executive officer, employee, 
director, or principal shareholder of the covered financial institution with 
excessive compensation, fees, or benefits; or (2) could lead to material financial 
loss to the covered financial institution. Further, Section 956 requires the 
appropriate federal regulators jointly to prescribe regulations or guidelines that 
prohibit any types of incentive-based payment arrangement, or any feature of 
such arrangement, that the regulators determine encourages inappropriate risks 
by providing an executive officer, employee, director, or principal shareholder of 
the covered financial institution with excessive compensation, fees, or benefits, or 
that could lead to material financial loss to the covered firm. The proposed rule 
would impose additional requirements on the payment of incentive compensation 
to executive officers of certain larger covered financial institutions. 

In April 2011, the agencies published a three-part proposed rule for public 
comment. First, a financial institution with SI billion or more in total 
consolidated assets (a covered financial institution) would be required to 
file an annual report with its appropriate federal regulator describing the 
structure of the firm's incentive-based compensation arrangements. Second, the 
proposed rule would prohibit a covered financial institution from establishing 
or maintaining an incentive-based compensation arrangement that could lead 
to material financial loss or that encourages inappropriate risks by providing 
certain “covered persons* (which include all executives, employees, directors, and 
principal shareholders) with excessive compensation. Finally, the proposed rule 
would require each covered financial institution to adopt specific policies and 
procedures approved by its board to help ensure and monitor compliance with 
the rule. 

Section 952 of the Dodd-Frank Act requires the SEC to. by rule, direct the 
national securities exchanges and national securities associations to prohibit 
the listing of any equity security of an issuer that does not comply with new 
compensation committee and compensation adviser requirements. In June 
2012, the SEC adopted rules to implement Section 952 that require, among 
other things, that the exchanges establish listing standards that require each 
member of a listed issuer’s compensation committee to be a member of the 
board of directors and to be “independent * The SEC also is required by 
the Dodd-Frank Act to adopt several additional rules related to corporate 
governance and executive compensation, including rules mandating new 
listing standards relating to specified “clawback* policies, and new disclosure 
requirements about executive compensation and company performance, 
executive to median employee pay ratios, and employee and director hedging. 
These provisions of the Dodd-Frank Act do not contain rulemaking deadlines, 
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describe the characteristics of companies the Council likely will evaluate 
potential determination and the factors the Council intends to use when 
analyzing companies. 
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In non-emergency situations, before a Council vote on any proposed 
determination, the company under consideration will have an opportunity to 
submit written materials to the Council regarding the proposed determination. 
Council members will vote on a proposed determination only after they haw 
reviewed that information, and the proposed determination will proceed only 
if approved by two-thirds of the Council, including the affirmative vote of the 
Chairperson. Upon a proposed determination, a company may request a hearing, 
and the determination will be finalized only after a subsequent two-thirds vote 
of the Council, including the affirmative vote of the Chairperson. Any final 
determination will be subject to judicial review, and the Council must submit 
a report to Congress on, among other things, all determinations made under 
Section 1 IS of the Dodd-Frank Act and the basis for such determinations. 

As of the date of this report, the Council has not made any determinations under 
Section 1 IS of the Dodd-Frank Act. 

Financial Market Utilities 

The Dodd-Frank Act authorizes the Council to designate an FMU as “systemically 
important* if the Council determines that the failure of or a disruption to the 
functioning of the FMU could create or increase the risk of significant liquidity 
or credit problems spreading among financial institutions or markets and thereby 
threaten the stability of the U.S. financial system. 

Designated FMUs will become subject to the heightened prudential and 
supervisory provisions of Title VIII, which promote robust risk management and 
safety and soundness, including conducting their operations in compliance with 
applicable risk-management standards; providing advance notice and review of 
changes to their rules, procedures, and operations that could materially affect 
the nature or level of their risks; and being subject to relevant examination 
and enforcement provisions. Title VIII also requires the supervisory agencies 
to consult with each other when they are prescribing their respective risk- 
management standards, jointly develop risk-management superv isory programs, 
and consult and coordinate in planning and conducting examinations. To further 
strengthen settlement processes, the Federal Reserve Board may authorize a 
Federal Reserve Bank to provide accounts and settlement services to designated 
FMUs. Additionally, under unusual or exigent circumstances, designated FMUs 
could potentially gain access to the Federal Reserve's discount window. 

Following the publication of its final rule outlining the criteria, processes, and 
procedures for the designation of FMUs on July 27, 2011. the Council proposed 
the designation of an initial set of FMUs on May 22, 2012. At its July 18. 2012, 
meeting, the Council voted unanimously to designate eight FMUs as systemically 
important under Title VIII of the Dodd-Frank Act. 

The FMUs that the Council designated perform a variety of functions in the 
market, including the clearance and settlement of cash, securities, and derivatives 
transactions; many of them are central counterparties and are responsible for 
clearing a large majority of trades in their respective markets. The Council 
believes that the completion of the FMU designations process for this initial set 
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of FMl's is a major milestone in the implementation of the Dodd-Frank Act and 
that the designation of these entities will instill confidence in their respective 
markets. The basis for the Council's designation determination for each of these 
sjstemically important FMl's is described in Appendix A. 

6.4.2 Risk Monitoring 

One of the Council's central purposes is the ongoing identification of risks to U.S. 
financial stability. To help identify risks, promote market discipline, and respond 
to emerging threats, the Council facilitates information sharing, coordination, 
and communication among member agencies, among other things. 

In the past year, the Council examined significant market developments and 
structural issues within the financial system, including topics discussed elsewhere 
in this report. The Council will continue to monitor potential threats to financial 
stability, whether from external shocks or structural weaknesses. 

To facilitate this risk monitoring process, the Council established the Systemic 
Risk Committee (SRC), composed primarily of member agency staff in 
supervisory, surveillance, examination, and policy roles. The SRC serves as a 
forum for member agency staff to identify and analyce potential risks that may 
extend beyond the jurisdiction of any one agency. 

6.4.3 Reports Required Under tire Dodd-Frank Act 

Prompt Corrective Action 

In December 201 1. the Council released a report to Congress on prompt 
corrective acuon (PCA). Section 202(g)(4) of the Dodd-Frank Act required 
the Council to issue a report on actions taken in response to the Government 
Accountability Office (GAO) study on PCA required by Section 202(g)(1) of the 
Dodd-Frank Act. The Council's report discusses the existing PCA framework 
and the findings and recommendations of the GAO study. The Council's report 
also highlights some lessons learned from the financial crisis and outlines 
actions taken that could affect PCA. as well as additional steps to modify the PCA 
framework that could be considered. 

Report on Actions Taken in Response to ihe GAO’S Report on the NCUA 

In June 2012, the Council released a report to Congress on actions taken 
in response to a GAO report on the NCUA's supervision of corporate credit 
unions and implementation of PCA, as required by the National Credit 
Union Authority Clarification Ad. The report discusses the findings and 
recommendations of the GAO study and outlines NCUA activities that relate to 
the GAO's recommendations. 

Contingent Capital 

Section 115(c) of the Dodd-Frank Act requires the Council to study the feasibility, 
benefits, costs, and structure of a contingent capital requirement for nonbank 
financial companies supervised by the Federal Reserve and large, interconnected 
bank holding companies. In July 2012. the Council submitted a report to 
Congress regarding the study, as required by Section 115(c). The Council's report 
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concludes that contingent capital instruments should continue to be an area for 
private sector innovation, and encourages the Federal Reserve and other financial 
regulators to continue to study the advantages and disadvantages of including 
contingent capital and bail-in instruments in their regulatory capital frameworks. 

6.4.4 Rulemaking Coordination 

As Chairperson of the Council, the Treasury Secretary is required to coordinate 
two major rulemakings under the Dodd-Frank Act. 

To facilitate the joint rulemaking on credit risk retention for asset-backed 
securities, as described previously, certain member agencies participated in 
an interagency working group to develop the NPR for public comment. The 
Federal Reserve, FDIC, SEC. OCC, HUD, and FHFA issued a joint NPR on March 
SO, 2011, that proposes rules to implement this requirement and represents 
a significant step toward strengthening securitization markets. The agencies 
extended the comment period for the proposed rule from June 10, 2011, to 
August 1,2011. 

The Chairperson of the Council is also required to coordinate the issuance of 
final regulations implementing the Volcker Rule, as described in Section 6.1.4. 
The Chairperson has played an active role in coordinating the agencies' work to 
develop regulations that are comparable and provide for consistent application, 
to the extent possible. The Federal Reserve, FDIC, OCC, and SEC sought public 
comment on a proposed rule in October 2011, and the CFTC requested comment 
on a substantively identical NPR in January 2012. The comment period closed 
February 13, 2012, for the proposed rules issued by the Federal Reserve, FDIC. 
OCC, and SEC. and closed on April 16. 2012, for the CFTC’s proposed rule. 

The Chairperson of the Council continues to coordinate the development of a 
final rule. 

6.4.5 Operations of the Council 

The Dodd-Frank Act requires the Council to convene no less than quarterly. In 
the last year, the Council met 12 times. 5 The meetings bring Council members 
together to discuss and analyte emerging market developments and financial 
regulatory issues. The Council is committed to conducting its business as openly 
and transparently as practicable, given the confidential supervisory and sensitive 
information at the center of its work. Consistent with the Council’s transparency 
policy, the Council opens its meetings to the public whenever possible. The 
Council held a public session at three of its meetings in the last year. 

Approximately every two weeks, the Council’s Deputies Committee, which 
is composed of senior representatives of Council members, has convened to 
discuss the Council's agenda and to direct the work of the SRC and the five 
other functional committees. The other functional committees are organized 
around the Council's ongoing statutory responsibilities: (1) identifying nonbank 
financial companies and financial market utilities for designation: (2) making 
recommendations to primary financial regulatory agencies regarding heightened 
prudential standards for financial firms; (3) consulting with the FDIC on 
orderly liquidation authority and reviewing the resolution plan requirements for 
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designated nonbank financial firms and the largest BHCs; and (4) collecting data 
and improving data-reporting standards. 

In the last year, the Council adopted regulations implementing its Freedom of 
Information Act obligations, 4 adopted hearing procedures for nonbank financial 
companies and FMUs subject to proposed designations, and passed its second 
budget. The Council also complied with its transparency policy by conducting its 
business in an open and transparent manner whenever possible.* 

Financial Research Fund Assessments 

Section 155 of the Dodd-Frank Act requires the Treasury, with the approval 
of the Council, to establish assessments to fund the OFR’s budget, which 
includes the expenses of the Council and the FDIC's implementation 
expenses associated with OLA. To implement this provision, on May 21, 2012, 
the Treasury issued a final rule that establishes an assessment schedule for 
semiannual collections from bank holding companies with total consolidated 
assets of $50 billion or greater and an interim final rule that applies to nonbank 
financial companies supervised by the Federal Resent. The first payments 
under the rule will be made on July 20, 2012. 

6.4.6 Section 119 of the Dodd-Frank Acl 

Section 1 19 of the Dodd-Frank Act pros ides that the Council may issue 
nonbinding recommendations to member agencies on disputes about the 
agencies’ respective jurisdiction over a particular BHC, nonbank financial 
company, or financial activity or product (Certain consumer protection matters, 
for which another dispute mechanism is provided under Title X of the Act, are 
excluded). To date, no member agency has approached the Council to resolve a 
dispute under Section 119. 
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Potential Emerging Threats 


7.1 Framework: Threats as a Combination 
of Shocks and Vulnerabilities 

Episode* of financial disruption typically arise when 
adverse developments unforeseen by most market 
participants, commonly referred to as shocks, 
interact with financial system vulnerabilities. A 
shock that potentially threatens stability is typically 
one that induces substantial losses on a class of 
assets over a short period of time. Recent history 
provides examples of shocks that created challenges 
for financial stability, such as the bursting asset 
price bubbles in stock markets (2000) and housing 
markets (2007), rapid increases in interest rates 
(1994), defaults on sovereign debt (for example, 
Mexico in 1982 or Russia in 1998), or severe 
operational stress in financial markets (for example, 
the so-called ‘flash crash" of May 2010). Shocks 
can also emerge from, or be exacerbated by, the 
failure of a specific firm, infrastructure events, or 
breakdowns in market functioning that create or 
aggravate losses on a class of assets. 

Not all such disturbances necessarily affect the 
stability of the financial system or the real economy. 
However, if the financial system is particularly 
vulnerable to shocks, for example, due to excessive 
leverage or excessive use of short-term wholesale 
funding of illiquid assets, a shock could have 
extreme balance sheet consequences and threaten 
institutions with insolvency. Market participants 
in general may not know which specific firms have 
balance sheets that are most at risk, so they may 
respond by avoiding exposure to any potential 
counterparty that might be at risk of insolvency. 

The resulting attenuation of credit provision could 
lead to disorderly liquidation of assets by all affected 
firms, inducing losses in other asset classes, thereby 
spreading and magnifying the effects of the initial 
disturbance. Credit flows to the non-financial 
sector could be disrupted, reducing the pace of 
real economic activity. In extreme cases, total 
economic losses could far exceed the original drop 
in asset value. 


Given the inherent difficulty in predicting shocks, 
perhaps the most important line of defense is to 
reduce vulnerabilities by ensuring that institutions 
have sufficient capital and liquidity resources, sound 
risk-management practices, and strong internal 
and regubtory controls. Policy efforts can also 
strengthen financial markets' ability to withstand 
shocks by promoting greater informational 
transparency, for example, by addressing gaps 
in the availability of data and by producing 
consolidated audit trails. Additional policy measures 
that serve to enhance robustness of markets and 
institutions include comprehensive resolution 
planning, procedures for orderly liquidation of 
insolvent institutions, constraints on concentration 
in financial services, disciplined underwriting 
standards for credit origination, and exercising 
due diligence on emerging financial products. 
Finally, markets can be made more resilient if public 
authorities can respond to financial stresses in a 
flexible and timely manner. An example would 
be the central banks role as lender of last resort, 
accompanied by appropriate safeguards against the 
risk of moral hazard. 

The public policy goal is not to reduce financial 
market vulnerabilities to zero. Many of the key 
tasks performed by financial markets inherently 
involve a degree of vulnerability to certain kinds of 
risk. Credit provision to risky borrowers, maturity 
transformation, and the clearing of financial 
transactions are all activities that can generate 
vulnerabilities. Accordingly, the goal of public policy 
is to design regulatory and institutional frameworks 
that reduce vulnerabilities of markets, institutions, 
and infrastructures to acceptable levels, while 
allowing the financial system to continue to serve 
the needs of the real economy. 

Destabilizing shocks are more likely to occur 
when markets have undergone structural changes, 
including those from technological development 
and financial innovation. These changes may be 
slow moving, occurring over a period of years. For 
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Chart 7.2.1 Sovereign Yields 
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example, the proliferation of mortgage-backed 
securities backed by subprime mortgage debt 
occurred over approximately eight years. 
Structural changes that occur during periods 
of low volatility can be particularly problematic, 
since such low-volatility episodes can lead to 
complacency on the part of risk managers and 
may lead to riskier behaviors in search of higher 
returns. The full implications of such structural 
changes are rarely recognized in real time. 

In particular, so-called ‘model risk" becomes 
more of a problem as market participants fail 
to adjust their risk-management models in 
response to the structural shifts. As a result, 
market participants are likely to underestimate 
the probability of shocks and to be unprepared 
when a shock actually occurs. 


7.2 Areas of Heightened Uncertainty 


There are several noteworthy aspects of the 
current economic environment in which 
structural change has elevated the level of 
uncertainty. A dear instance is the trajectory of 
growth, asset prices, and institutional change 
resulting from euro area sovereign stresses. 

The introduction of the euro represented a 
significant structural change that ushered in a 
related set of new developing institutions and 
policies. Initially, the unified monetary policy 
was associated with a convergence of sovereign 
yields across euro area countries (Chart 7.2.1), 
although this was not accompanied by a full 
convergence of macroeconomic fundamentals, 
such as productivity growth. 


The financial crisis and recession of 2007-2009 
drew attention to cross-sectional differences 
in growth prospects, competitiveness, and 
default risk among euro area countries, with 
yield spreads widening for some sovereigns. 
These structural tensions were exacerbated by 
the cyclical downturn and by the fiscal burdens 
arising from bank support programs. 


Meanwhile, euro area integration on various 
fronts remained incomplete, complicating 
the crisis response. While euro area leaders 
have expressed a desire to deepen European 
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unification, there is continued uncertainty 
about how European official entities will resolve 
these fiscal strains and the extent to which euro 
area institutions may change as a result. Markets 
continue to believe that exits from the common 
currency cannot be ruled out, with attendant 
legal and other uncertainties. In particular, 
the threat of a breakup of the euro area carries 
with it redenomination risk— the risk that 
obligations due in euros will be repaid in an 
alternative, less valuable, currency. 

Direct exposures of U.S. institutions to the 
most stressed euro area countries appear to be 
low (Charts 7.2.2, 7.2.3, and 7.2.4). However, 
US. banks, money market funds (MMFs), and 
the insurance industry have indirect exposures 
through other non-periphery countries 
and through asset markets. This generates 
heightened uncertainty about the extent to 
which evolving conditions could spill over to 
U.S. markets and institutions. 

Another key structural shift interacting with 
cyclical factors is the increased importance 
of emerging markets in global growth and 
the global financial system. The growth 
trajectories of emerging market economies 
(EMEs). notably the potential for a marked 
deceleration of growth in China as discussed 
in Section 4.4, could have a significant impact 
on growth and financial stability in the United 
States. In particular there continues to be 
uncertainty about the health and robustness of 
some of these economies, including concerns 
about banking and financial stability; the 
sustainability of regional real estate trends; the 
ability of policymakers to manage inflationary 
pressures; and the possibility of social unrest 
The implications of these uncertainties for the 
U.S. financial system arc primarily driven by the 
role of the EMEs as global providers of capital 
and as contributors to global growth. 

Uncertainty is also elevated in U.S. housing 
markets. The 30 percent decline in house prices 
since January 2006 continues to weigh on U.S. 
real estate markets, with 12 million mortgages 
having negative equity and continued high 
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Chart 7.2.5 Real Private ResidentaUmestment 


Ratio Ratio 



levels of foreclosure activity. Additional 
mortgage losses are possible over the next 
five years due to increased monthly payments 
on home-equity loans. The current sluggish 
growth in the housing sector contrasts with 
the historical post-recession patterns, where 
residential investment typically would display 
solid growth during recowries (Chart 7.2.5). 
While there are signs of stabilization in housing 
prices, and the inventory of existing homes 
for sale has declined significantly, the overall 
weakness in the macroeconomy carries with it 
the risk of further declines in real estate prices, 
with additional stresses on household and 
institutional balance sheets. 


In addition, the crisis exposed deep flaws in 
the structure of housing finance that need to 
be reformed, such as the incentives around 
securitization, the design of government- 
sponsored enterprises (GSEs), and the owrall 
quality of mortgage-servicing standards. 
Financial institutions continue to work 
through legacy mortgage assets and apply 
conservative credit standards to new mortgage 
activity. Chen the scarcity of private capital 
in mortgage markets, federal government 
support continues to dominate the provision 
of residential mortgages. While some progress 
has been made in addressing mortgage loan 
servicing and foreclosure abuses, as well as 
gaps in protections for homeowners, lack of 
uniform sen icing standards with appropriate 
safeguards for consumers, such as single points 
of contact, continue to create potential adverse 
consequences for distressed homeowners and 
their surrounding communities. The structural 
and cyclical problems of the housing finance 
market constitute a vulnerability of the financial 
system that makes the US. economy more 
susceptible to adverse shocks. For example, the 
effect of a slowdown in economic growth could 
be amplified by the mortgage market, leading 
to larger-than-expccted declines in home prices 
and sales. 
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Another area of uncertainty is the fiscal policy 
outlook in the United States. A number of 
fiscal policy issues must be addressed around 
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ihc end of 2012, including expiration of the 
tax cuts originally enacted in 2001 and 2003, 
expiration of payroll tax cuts, expiration of 
extended unemployment benefits, the Budget 
Control Act-mandated sequester, and the need 
to raise the debt ceiling once again. As was 
the case with the debt ceiling debate in the 
summer of 201 1 , market volatility may increase 
as these fiscal deadlines approach, possibly 
weighing on growth. Furthermore, the long- 
term trajectory of U.S. fiscal policy is generally 
regarded as unsustainable, given the aging of 
the population and the likely path for health 
care expenditures. The way in which these long- 
term imbalances eventually will be resolved 
is unclear, representing yet another source 
of uncertainty for financial markets and the 
real economy. 

7.3 Robustness of Financial 
Institutions and Markets 

While some indicators point to an increased 
level of robustness of financial institutions and 
markets over the past year, there continue to 
be areas of serious concern. The aggregate 
tier one capital ratio of domestically owned 
bank holding companies (BHCs) was 13.3 
percent of risk-weighted assets as of the first 
quarter of 2012, the highest level in more than 
10 years (Chart 7.3.1). Increased robustness 
can also be seen in the broker-dealer (BD) 
industry, which shows a sharp decline in 
leverage since 2007. Stress test results from 
the 2012 Comprehensive Capital Analysis and 
Review (CCAR) demonstrated the increase in 
capital, particularly common equity, held by 
the largest U.S- banking institutions since the 
onset of the financial crisis. Even so, 4 of the 
19 BHCs had post-stress capital ratios that fell 
below one or more regulatory minimums after 
including all planned capital distributions. 
The aggregate BHC funding profile has been 
strengthened by increased reliance on core 
deposits (Chart 7.3.2), continued reduction in 
short-term wholesale funding (Chart 7.3.3), 
and a substantial increase in the fraction of 
assets that are highly liquid. There is concern, 
however, that these funding and liquidity 
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Chart 5.2.12 COS Spreads of 6 Large Complex BHCs 
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developments may be short-lived implications 
of the low interest rate environment and the 
temporary unlimited coverage for non-interest- 
bearing transaction accounts under Section 
543 of the Dodd-Frank Act, which is scheduled 
to expire on December 31, 2012. 

Other indicators suggest a less sanguine view 
of U.S. financial institutions. The average 
cost of buying credit protection on the six 
largest U.S. BHCs started to rise in August 
2011, with increasing concerns about the euro 
area stability. (See Chart 5.2.12, displayed 
here for convenience.) While credit default 
swap (CDS) spreads on these BHCs have 
come down somewhat since their peak in 
November 2011, they remain above the levels 
that prevailed from mid-2009 through mid- 
2011. Similarly, market valuations of the large 
BHCs are well below book value. Revenues 
at these institutions remain challenged by 
general market uncertainty and the low 
interest rate environment, and BHC earnings 
growth is largely dependent on non-recurring 
accounting items. In addition, approximately 
12 percent of all institutions within the 
commercial banking sector still remain on 
the FDIC's problem bank list, accounting for 
approximately 2 percent of sectoral assets. 


Changes in financial market infrastructures 
are likely to make the derivatives market less 
vulnerable to shocks. In recent years, there have 
been substantial increases in the volume of 
swaps contracts being centrally cleared, which 
represents a significant step toward improved 
management of credit risks in these markets. 

In addition, informational transparency 
to regulators has been enhanced by the 
expansion of trade repositories (TRs). The 
availability of data from the Trade Information 
Warehouse, the TR for CDS, proved extremely 
useful to regulators in determining patterns 
of exposures to Greek sovereign default risk 
during the period leading up to the Greek 
debt restructuring in March 2012. Finally, it is 
anticipated that, pursuant to Title VII of the 
Dodd-Frank Act, many types of swaps will be 
traded on swap execution facilities (SEFs) and 
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security-based SEFs in the near future. This 
development should significantly enhance both 
pre- and post-trade transparency of price and 
volume information on executed transactions to 
swaps market participants. While the SEC and 
CFTC have not yet finalized rules relating to 
the regulation of SEFs and security-based SEFs, 
both agencies have issued detailed proposals. 

Another form of vulnerability has been 
highlighted by the failure of segregation 
procedures to fully protect customers of MF 
Global. (See Box D: MF Global Bankruptcy.) 
For decades, segregation of customer funds 
has been the lynchpin of customer protection 
in futures markets. While MF Global customers 
recovered 72 percent of the value of their 
accounts for trading on U.S. futures exchanges 
within a few months of the bankruptcy, they 
lost use of those funds for critical weeks and 
are still owed hundreds of millions of dollars 
in the aggregate. MF Global customers 
trading on foreign exchanges have received 
a much lower percentage of recovery. The 
CFTC has taken steps to enhance customer 
protection and has solicited input on further 
possible actions. 

Financial reform efforts are essential in 
restoring the strength and stability of financial 
institutions and markets. Nevertheless, less- 
regulated institutions and markets could be 
perceived to hold competitive advantages. 
Accordingly, vulnerabilities could continue 
or increase if some participants choose to 
move business lines or activities to take 
advantage of perceived gaps or inconsistencies 
in regulation. This is particularly a concern 
when comparable financial activities are not 
subject to a comparable degree of regulatory 
stringency. This could occur, for example, if 
a lightly regulated swaps participant were to 
expand its business to approximate a full swaps 
dealership without the requisite regulatory 
oversight. The Dodd-Frank Act provides 
mechanisms to address such regulatory gaps, 
for example, by requiring oversight of all swap 
dealers and major swaps participants and 
improving regulatory oversight on nonbank 
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financial companies that could pose a threat to 
U.S. financial stability. 

7.4 Continuing Vulnerabilities in the 
Financial System 

A number of characteristics of the current 
financial system coutinuc to render it 
vulnerable to a variety of shocks and create 
the potential to amplify the destructive 
effects of such shocks. 

Different types of vulnerabilities can arise in 
financial systems. First, some vulnerabilities 
arc inherent to the role that financial systems 
play in the economy. For example, maturity 
transformation (turning short-term savings 
into long-term capital investment) is an 
essential service of financial markets. But 
such transformation carries certain potential 
instabilities, such as the risk that short-term 
debt may not be rolled over or even the 
possibility of a run on a financial institution. 
Similarly, providing credit to risky borrowers is 
an important function of financial institutions. 
Howev er, some degree of credit losses 
associated with such lending is inevitable. These 
sorts of vulnerabilities can be mitigated by 
appropriate public policy structures, including 
prudential regulation and supervision, robust 
capital and liquidity requirements, deposit and 
share insurance, orderly liquidation authority, 
and the role of the central bank as lender of last 
resort, but they cannot be fully eliminated. 

A second type of vulnerability arises from 
control weaknesses in operations, risk 
management, and governance. Examples 
would include the possibility of erroneous 
trade completion in a high-speed trading 
environment, the danger of cybersecurity 
breaches, and risk-management deficiencies 
in financial institutions. Such vulnerabilities 
highlight the importance of regulatory 
measures, such as prudential capital and 
liquidity requirements and risk-management 
standards, as well as private-sector risk controls. 
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Finally, a third class of vulnerabilities is 
generated by the behavioral responses of market 
participants to financial developments, which 
could lead to undesirable vulnerabilities in the 
aggregate. An example would be the tendency 
for some investors to take on additional risk 
in a low interest rate environment in an effort 
to reach for yield. Another example would 
be the spillovers from the actions of firms in 
highly concentrated market segments or asset 
classes. Regulator)' measures can be useful in 
addressing these sorts of vulnerabilities. For 
example, appropriate compensation regulation 
can deter firms from providing incentives to 
take on excessive risk. Equally important is to 
help ensure that stakeholders bear losses in 
downside scenarios and are subject to market 
discipline on an ongoing basis. 

These three types of vulnerabilities arc not 
mutually exclusive: a given source of market 
vulnerability might be associated with all three 
types to varying degrees, so any classification 
of specific vulnerabilities is to some extent 
arbitrary. In the following text, we discuss 
specific vulnerabilities of each of these 
types in the current environment, with the 
vulnerabilities classified according to which 
characteristics are most predominant 

7.4.1 Inherent Vulnerabilities 

Run Risk in Wholesale Short-Term Funding 
Markets 

Broker-dealers (BDs) and other market 
participants typically fund some of their 
portfolio holdings and securities inventories 
using short-term funding, obtained through 
repos, commercial paper, and unsecured short- 
term lending. While use of short-term wholesale 
funding has decreased overall (Chart 5.2.7, 
displayed here for convenience), the very large 
BHCs, especial!) those with large BD operations, 
continue to display a substantial dependence 
on short-term, less stable funding sources 
(Chart 7.4.1). Moreover, as discussed in Section 
5.2, the U.S. branches and agencies of foreign 
banks also rdy heavily on short-term funding 
through MMFs and uninsured wholesale 
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depositors. In practice, institutions that rely 
on short-term funding must maintain strong 
short-term credit ratings. In June 2012, Moody’s 
reduced its short-term ratings by one notch for 
three large dealer banks: Barclays, Goldman 
Sachs, and Morgan Stanley. Markets will be 
monitoring the impacts of the downgrades on 
these banks' funding models. 

This continued reliance on short-term funding 
for illiquid assets can be a source of instability 
if borrowers have difficulty rolling over their 
maturing short-term debt on economically viable 
terms. This dynamic could force borrowers 
to sell long-duration assets under fire-sale 
conditions, generating a self-reinforcing negativ e 
feedback loop by putting downward pressure on 
prices that, in turn, stresses the balance sheets of 
a wider range of institutions. 

The vulnerabilities associated with the use of 
short-term funding for illiquid assets may be 
exacerbated by ongoing structural weaknesses 
in the tri-party repo market and in MMFs. The 
tri-party repo market relies heavily on intraday 
credit extensions from the clearing banks, 
is exposed to weaknesses in the credit and 
liquidity risk-management practices of market 
participants, and lacks a mechanism to help 
ensure orderly liquidation of tri-party repo 
collateral by creditors of a defaulting dealer. 

(See Box G: Ongoing Vulnerabilities in the 
Tri-Party Repo Market.) MMFs can be subject to 
runs if the SI. CM) net asset value (NAV) is believed 
to exceed the liquidation value of the fund. 

(See Box H: Money Market Fund Responses 
to Euro Area Uncertainty.) 

7.4.2 Potential Control Weaknesses 

High-Speed Trading 

High-speed automated trading has become 
common in equity and derivatives markets, and is 
also spreading to markets for Treasury securities 
and foreign exchange. (See Section 5.4, Box 
F: Algorithmic and High-Frequency Trading.) 

It is likely that high-speed trading increases 
market liquidity in normal market conditions. 
However, any market in which liquidity is 
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BOX G: ONGOING VULNERABILITIES IN THE TRI-PARTY REPO MARKET 


While regulators have gained much better visibility Into 
the activity of the tri-party repo market in recent years, 
it remains a significant source of potential contagion. 
Despite the recent steps taken by participants to 
advance changes ii the market's infrastructure to 
mitigate key vulnerabBies. progress is taking longer 
than initially anticipated. Three specific sources of 
vulnerability remain of great concern to the Council: 

• Heavy reiance by market participants on 
intraday credit extensions from the 
clearing banks, 

• Weakness in the credit and (fluidity risk 
management practices of many market 
participants, and 

• Lack of a mechanism to ensure orderly 
liquidation of tri-party repo cdateral by 
creditors ol a defaulting dealer. 

Over-reliance on intraday credit. Currently, 
tri-party repo trades •unwind' every day. meaning that 
the clearing bank returns cash to the lender's account 
and returns collateral to the borrower's account. Trades 
are not settled until several hours later. For several hours 
each afternoon, dealers require funding of their entire 
tri-paty repo book that lenders do not provide. This 
$1 ,7 trillion funding need is provided by the two 
clearing banks. 

This is a potentially unstable situation. In times of market 
stress, the clearing Dank feces a conflict of interest 
between its own risk-management needs and the role 
it performs as a lender to dealers experiencing fuming 
problems. Given its intraday exposure to dealers, the 
clearing bank could have a strong incentive, in the face 
of a dealer's deteriorating credit quality, to refrain from 
unwinding in order to avoid extending credit and taking 
on exposure to the dealer's collateral- 


less liquid collateral, such as asset-backed securities 
or corporate bonds. In addition, some lenders do 
not exercise sufficient rigor in setting haircuts and 
in evaluating appropriate asset types as collateral, 
particularly for less liquid assets. This can create a 
destabilizing cycle: if lenders do not feel protected by 
the haircuts they have in piace, they may respond to a 
dealer stress event or rising price volatility by increasing 
haircuts sharply, further reducing the dealer’s ab*ty to 
obtain needed funding. Instability is also intensified by 
the fact that some lenders (notably MMFs subjed to 
Rule 2a-7 under the Investment Company Act) accept 
collateral that they are unable to hold and Validate 
gradually Mowing a default. These lenders are likely to 
pul back their funding altogether if they are subject to 
redemptions to avoid being forced to take possession 
of the collateral-further destabilizing market condMons. 
Presently, there is no process in place to prevent 
lenders from taking on collateral that they could not 
property manage or permissibly hold outright. 

Absence of a mechanism to facilitate orderly 
liquidation of a defaulted dealer's collateral. 

A targe dealer's default could leave lenders with b*ons 
of dollars of colateral that they wotAd likely seek to 
liquidate quickly. The resulting large volume of asset 
sales could depress prices, significantly impair market 
liquidity, and erode the capital of many financial ferns 
through mark-to-market losses. Ties erosion of capital 
could, in turn, create intense pressure for holders to 
shrink their balance sheets by selling additional assets, 
creating a downward spiral There is currently no 
mechanism in place to ensure that lenders wil be able 
to liquidate the collateral of a defaulted dealer gradually 
over tine in a manner that avoids this sort of fee 
sale dynamic. 


Poor risk management practices. Some dealers 
remain very dependent on short-term repo funding 
and are heavily exposed to rdover risk. Of particular 
concern rs the use ot short-term borrowing to finance 
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BOX H: MONEY MARKET FUND RESPONSES TO EURO AREA UNCERTAINTY 


Vulnerabilities from reliance on short-term funding can be 
compounded by structural problems with money market 
funds (MMFs). MMFs are promoted to institutional and 
retail investors as stable divestments that provide cash 
on demand at a constant net asset value (NAV) ol $1 
per share, very much Ike bank deposits However, these 
funds are prone to runs, as investors have an incentive 
to exit a fund at $1 per share if they suspect that its 
NAV is likely to decline below $1 (that is, they expect the 
fund to 'break the buck"). A clear example is the wave 
of redemptions from MMFs after the Reserve Primary 
Fund broke the buck in September 2008 because of its 
Lehman exposures. 

A more recent episode of large-scale MMF redemptions 
is the response of MMFs to increased uncertainty about 
euro area stability in June 2011. This episode provides 
an opportunity to examine potential vulnerabilities in the 
MMF ftdustry. In June 2011. the potential lor European 
bank downgrades and rising concern about the euro 
area periphery debt crisis prompted concerns about 
MMF exposures to European banks. Prime MMFs began 
experiencing substantial redemptions, with assets falling 
by S165 b«on (or 5.1 percent) in June 2011 and with 
some MMFs losing as much as 20 percent of their assets 
during this period. 

MMFs were able to satisfy these redemptions with 
internally generated liquidity. (See Chari 5.3.7, 
displayed here for convenience.) In addition, while 
MMFs' euro area exposures had generated negative press 
attention, these positions had not actually expenenced 
any losses affecting the mark-to-market value of MMFs' 
portfolios. MMFs were also better able to absorb these 
redemptions because they occurred on a steady basis 
over a penod of weeks, as opposed to the sort of run on 
MMFs that occurred in 2008, where investors withdrew 
over $300 biion in a matter of days from prime MMFs. 
several of which were sinultaneously experiencing mark- 
to-market losses in their portfolios. These mitigating 
circumstances allowed MMFs to absorb redemptions in 
the summer ol 2011 while maintaining a stable NAV 


Chart 5.3.7 Prime Funds liquidity 
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Following this period of redemptions, MMFs rapidly 
reduced their exposure to euro area counterparties. 

For example, prime MMF exposures to French issuers 
declined from a peak of $274 billion at May 31, 2011, to 
$176 billion (or 36 percent) by July 31. 2011. and to as low 
as $48 billion by December 31, 2011. Overall ei/o area 
exposures of prime MMFs decreased considerably from 
nearly 30 percent of prime MMF assets to 18 percent 
of assets between May 31 , 2011, and May 31, 2012 
(Chart H.1). 

While this rapid reduction in short-term dollar funding 
for euro area banks reduced MMF exposure to the debt 
crisis, it added to strains in the global financial system. For 
those uistitutions in which MMFs continue to invest, credit 
fas been provided at shorter maturities and increasingly 
in secured form through repurchase agreements. From 
March 2011 to May 2012. the weighted average life for 
prime MMFs declined from 81 to 71 days. As of June 
2012, MMFs have a relatively small direct exposure of 
approximately $1 bitkm to Spanish banks, with no direct 
exposure to Italian or Greek banks. Prime MMFs also, on 
average, reduced their overall credit exposize. shifting 
portfolio assets from bank certificates of deposit into 
government debt and repos (Chart H,2f 
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Chart H.1 Prime Fund Bank Holdings 
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Chart H.2 Prime Fund Portfolio Composition 
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provided by automated trading strategies could 
find significant amounts of liquidity suddenly 
withdrawn if those automated strategies pause 
due to changes in market conditions. Evidence 
suggests that the so-called ‘flash crash’ of May 
2010 involved a temporary liquidity withdrawal 
of this type. Attenuated market liquidity, in 
turn, can adversely affect market functioning 
more generally. Risk controls must keep pace 
with these developments. Unfortunately, the 
risk arising from high-speed trading is difficult 
to assess because it is opaque and difficult to 
monitor (particularly in real time). 

Complex Trading Strategies and Risk 
Management 

The effects of advances in technology and 
financial innovation have also resulted in 
financial firms employing trading and hedging 
strategics that rely increasingly on complex 
assumptions regarding the performance and 
interrelationships of financial instruments 
and contracts. Recent events, including the 
publicly announced trading losses atJPMorgan 
Chase (JPM), highlight the risks that can * 
develop in the use of such complex strategies. 
This incident reinforces how essential it is 
that assumptions underlying trading and risk 
management models be properly validated 
and monitored on an ongoing basis to help 
ensure that risks of complex trading strategies 
are appropriately measured and understood. 
Institutions also should establish a process to 
review the effect of approved model changes to 
help ensure that such changes are appropriate. 

Cybersecunty 

Cyherattacks represent an increasing threat to 
financial institutions and the infrastructure 
components on which financial systems depend 
for communicating, sharing information, 
and conducting business. The number and 
sophistication of malicious incidents continue 
to grow as business and financial institutions 
continue to adopt Internet-based commerce 
systems. Account takeovers can occur, including 
fraudulent money transfers and counterfeiting 
of stored value cards. Third-party payment 
processor breaches represent a continuing risk, 
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whereby the computer networks of large payment 
processors arc targeted, potentially leading to 
financial losses and compromised personally 
identifiable information. 

Cyber criminals are becoming more 
sophisticated, and attack sectors are evolving. 
Social-engineering techniques used in attempts 
to gain unauthorized access into networks 
and systems arc shifting from generalized and 
random to highly targeted. Another cyber threat 
can emerge from individuals with direct access 
to core processing centers. Such individuals may 
be in a position to steal intellectual property, 
insider information, or data that an damage the 
reputation of the company. Market participants 
report that attacks targeting data and assets are 
increasingly focused on institutional aspects of 
infrastructure as opposed to retail operations. 
These types of attacks are associated with 
increased severity of potential losses and could 
be increasingly disruptive. Cyber threats also 
pose a potentially significant risk to the stability 
of financial markets through the disruption of 
critical payment, clearing, and settlement systems 
for key financial institutions. 

Robustness ol Operational. Risk 
Management, and Governance Controls at 
Central Counterparties 
In its 2009 meeting in Pittsburgh, the G-20 
established the goal of having standardized 
swap contracts centrally cleared by the end of 
2012. This objective was codified in Title VII 
of the Dodd-Frank Act. Central clearing of 
swaps will enhance the stability and soundness 
of over-the-counter (OTC) derivatives markets 
in a variety of ways, including improved 
counterparty risk management and multilateral 
netting of contracts. However, it could also lead 
to an increased number of financial contracts 
cleared by a relatively small number of central 
counterparty (CCP) clearinghouses, which 
mitigate counterparty credit risk between 
market participants by becoming the universal 
counterparty and providing time-specific 
settlement of transactions. As a result, these 
clearing institutions have become associated 
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with even more critical concentration of risk 
than before. 

The default of a major participant could impair 
the liquidity available to a OCP, requiring 
that liquidity for settlement be replaced from 
the CCP's own resources if it is to meet its 
obligations in a timely fashion. The Principles 
for Financial Market Infrastructures, finalized 
this past April by the Committee on Payment 
and Settlement Systems (CPSS) and the 
International Organization of Securities 
Commissions (IOSCO), provides a set of 
international standards for CCPs and other 
financial market utilities that address these 
issues. In addition, Title VIII of the Dodd- 
Frank Act prov ides an enhanced regulatory 
framework for CCPs through the Council’s 
authority to designate financial market utilities 
as systemically important. 

Data Standards and Analytics 
The financial crisis revealed that lack of 
data standards and poor data management 
threatened financial stability in several ways. 
Those who created, collected, and relied upon 
financial data found that financial data quality 
and scope simply had not kept up with the 
increasing complexity of, and innovation in. 
modern financial markets. That was especially 
the case as financial activity migrated from 
traditional depository institutions into the 
capital and securitization markets and across 
national borders. Consequently, during the 
crisis, a lack of consistent and high-quality 
data made it difficult or impossible for some 
market participants and their regulators to 
monitor risks in trading books, gauge overall 
exposures to specific counterparties, price 
complex securities, or even assess the potential 
losses that individual firms might face due to 
falling house prices. Different data systems 
using different naming conventions made 
comparisons difficult or impossible, even within 
the same firm. Resolving a large, complex 
financial institution like Lehman Brothers was 
hobbled by the snarled nature of insufficient, 
conflicting, and inconsistent data. 
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Since then, policymakers have broadened the 
scope of data they collect and haw made efforts 
to improve their quality. Examples include 
the new Form PF (for private funds) and data 
to be collected by swap data repositories and 
security-based swap repositories for swaps and 
other derivatives, as well as international efforts 
by the International Monetary Fund (IMF) 
and the Financial Stability Board (FSB) to 
close data gaps, particularly for derivatives and 
nontraditional funding activities. Yet significant 
gaps remain in both the scope and quality of 
data needed to monitor and enhance financial 
stability. More needs to be done, particularly 
in the activities that have traditionally 
resided outside the regulators' sphere such as 
securitization markets and OTC derivatives. 

Data standards facilitate improvements in 
data quality. For instance, efforts to establish 
a global legal entity identifier (l.EI) have 
made significant progress in the last year, 
including the establishment of the CFTC 
Interim Compliant Identifier (CICI) initiative, 
but work remains to be done to complete this 
important effort. The Office of Financial 
Research (OFR), established in Title I of the 
Dodd-Frank Act, is tasked with improving the 
quality of financial data and data analytics 
along multiple dimensions, including LEI 
implementation and enhancement. 

7.4.3 Behavioral Vulnerabilities 

Managing Risk in a Low Interest 
Rate Environment 

An unusually low rate environment, such as 
that currently in place, is prone to several 
behavioral vulnerabilities. Market participants 
may have an incentive to take on additional 
leverage, credit risk, and duration risk in an 
effort to boost yields. While increased risk 
taking is one possible transmission mechanism 
for expansionary policies, such reach for 
yield behavior without appropriate risk 
management could leave many participants with 
portfolios that arc more vulnerable to adverse 
market moves. 
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Chart 7.4.2 Credit Quality of High-Yield New Issues 
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The tendency to reach for yield may be 
especially pronounced for entities such as 
pension funds or insurance companies that face 
a stream of quasi-fixed nominal liabilities. For 
example, the investment yield for life insurers 
in aggregate is only around 1.1 percentage 
points above the minimum yield needed to 
maintain policyholder reserves, leaving these 
insurers with a relatively small margin of error. 
Hedge funds also may have an incentive to 
reach for excess yield if they manage to specific 
hurdle rates expected by their investors or if 
the value of their fund is considerably below 
the high-water mark that would trigger a large 
payout. In addition, money market funds may 
have an incentive to increase their risk profiles, 
especially if the low interest rates do not provide 
sufficient yield to cover their expenses. 

We do not sec much evidence of such behaviors 
currently. Risky assets do not exhibit signs of 
overvaluations associated with widespread 
reach-for-yield behavior. If anything, measures 
of risk premia for equities and corporate bonds 
are very wide by historical standards. However, 
indicators of such behaviors should be watched 
carefully, including leverage, contractual terms, 
borrower characteristics, the use of levered 
instruments for funding, issuance of 'covenant 
lite" loans, and the rate of original issue. 
CCC-rated high-yield bonds (Chart 7.4.2). 

Eventually, interest rates will move up to 
more normal levels. If market participants are 
adequately prepared for such an increase in 
rates, and if this increase occurs gradually, 
it is unlikely that financial stability would be 
adversely affected. However, a rapid increase 
in interest rates could be disruptive. For 
example, interest rates could increase rapidly 
following a loss in investor confidence in the 
sustainability of U.S. fiscal policy. It is unclear 
how well prepared fixed income markets arc 
to the possibility of such rapid interest rate 
movements. Those especially vulnerable would 
be market participants with highly leveraged 
carry-trade positions. It is important to 
recognize that while any institution in isolation 
can insulate itself from movements in interest 
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rates via swaps and derivatives, these contracts 
are in zero net supply in the aggregate. As 
a result, some market participants must be 
exposed to interest rate risk. 

Moral Hazard Issues for Large, Complex 
Financial Institutions 

Behavioral vulnerabilities of large, complex 
financial institutions could increase with the 
complexity and size of these institutions. These 
vulnerabilities occur because an expectation 
of government support could generate more 
risk taking by institutions that are perceived 
as too big or too complex to fail. Indeed, 
many observers interpret actions taken by 
government authorities during the recent crisis 
as evidence that the public sector provides an 
implicit guarantee to large complex financial 
institutions. Such beliefs, if widespread, 
could lead to increased concentration in 
financial services and greater risk taking by 
those institutions deemed protected, as the 
implicit government guarantee reduces market 
discipline. The result could be higher overall 
risk in financial markets with attenuated 
risk management. 


Chart 7.4.3 Complex Financial Institutions in 2012 

Institution 

Total 

Subsidiaries 

% Foreign 
Subsidiaries 

Countries of 
Operation 

JP Morgan 

5183 

57% 

72 

Bank of America 

*6«7 

21% 

56 

Cfcigroup 

3556 

31% 

83 

Goldman Sachs 

3550 

38% 

S3 

Morgan Stanley 

2716 

40% 

64 


Source: Baricsccpo 
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Large financial institutions continue to have 
a high degree of operational complexity and 
interconnectedness. These complexities may 
reflect the diverse lines of businesses and 
locations in which these firms operate, but 
lead to legal structures with activities spread 
over hundreds, and in some cases thousands, 
of subsidiaries (Chart 7.4.S). Market 
participants could believe that the complexity 
and interconnectedness of these companies 
could make them harder to resolve and induce 
further likelihood of government support 
in a stress environment. Such beliefs could 
therefore promote continued moral hazard 
problems for such complex financial entities. 


In addition, there may continue to be 
perceptions that some institutions may 
receive special treatment by virtue of their 
size. Such beliefs could be exacerbated 
by greater concentration in the financial 
services industry. The financial industry 
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Chart 7.4.4 Assets of the 10 Largest Depository Institutions 
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has become increasingly concentrated for 
decades, a trend enhanced in part by such 
legislative developments as the Riegle-Neal 
Interstate Banking and Branching Efficiency 
Act of 1994 permitting interstate branching, 
and the Gramm-Leach-Blilcy Act, enacted 
in 1999, that allowed affiliations among 
commercial banks, investment banks, and 
insurance companies. This trend continued 
through the crisis (Chart 7.4.4) in part due 
to acquisitions of failing firms. As of the 
first quarter of 2012, the 10 largest banks 
held 52 percent of industry assets, worth 
approximately 47 percent of GDP, compared 
with 45 percent of industry assets, worth 
approximately 40 percent of GDP at the end 
of 2006. Notwithstanding this trend towards 
greater concentration, the U.S. banking system 
remains significantly less concentrated than 
that of most developed countries. 


These moral hazard problems are partially 
addressed by raising capital requirements. 

An additional important priority is to develop 
credible and robust failure resolution 
procedures for large complex institutions— 
procedures that would allow the institution to 
be liquidated or restructured, as appropriate, 
with minimal damage to the markets as a 
whole. The FDIC is authorized to resolve 
certain failing financial companies under 
the Dodd-Frank Act and has developed a 
resolution strategy for such firms that will 
promote financial stability by minimizing 
contagion and requiring accountability by 
forcing the firms* shareholders and creditors 
to bear losses. 


The credit rating agencies appear to have 
recognized that the Dodd-Frank Act limits 
the ability of the government to provide 
extraordinary support to shareholders 
and creditors of large complex financial 
institutions. This recognition can be seen in 
the reduced uplift the major rating agencies 
incorporate into the long-term ratings for 
a number of large financial institutions, 
many of which have been downgraded or 
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assigned a negative rating outlook as a result 
(Chart 7.4.5). However, a degree of ratings 
uplift still remains for the largest banks, 
typically 1 to 2 notches for large bank holding 
companies and 2 to 3 notches for large bank 
subsidiaries. In addition, there is evidence that 
market-derived indicators of credit quality 
tend to be lower than the levels assigned by 
ratings agencies (Chart 7.4.6). While ratings 
agencies typically report uplifts only for 
long-term ratings, these uplifts also support 
the short-term ratings that help firms access 
short-term unsecured wholesale funding. 
Vulnerabilities can arise when a financial 
institution's funding model depends in part 
on the belief that the government will provide 
support, rather than only on the intrinsic 
strength of the institution and its portfolio. 


Chart 7.4.5 Moody’s BHC Systemic Support Uplift 
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Appendix A 


Designation of Systemically Important Financial Market Utilities 

On July 18, 2012. the Financial Stability Oversight Council (Council) designated 
eight financial market utilities (FMUs) as systemically important under Title VIII 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the Act). 
The designated FMUs are: 

• The Gearing House Payments Company L.L.C. (PaymentsCo) on the 
basis of its role as operator of the Clearing House Interbank Payments 
System (CHIPS) 

• CLS Bank International (CLS Bank or CLS) 

• Chicago Mercantile Exchange, Inc. (CME) 

• The Depository Trust Company (DTC) 

• Fixed Income Clearing Corporation (FICC) 

• ICE Gear Credit LLC (ICE Clear Credit) 

• National Securities Gearing Corporation (NSCC) 

• The Options Clearing Corporation (OCC) 

Title VIII provides four specific factors the Council must take into consideration 
when determining whether an FMU is, or is likely to become, systemically 
important. 1 These factors are also incorporated with more detail provided in 
the Council's regulations regarding the designation of FMUs.* The four specific 
factors are (A) the aggregate monetary value of transactions processed by the 
FMU; (B) the aggregate exposure of the FMU to its counterparties; (C) the 
relationship, interdependencies, or other interactions of the FMU with other 
FMUs or payment, clearing, or settlement activities; and (D) the effect that the 
failure of or a disruption to the FMU would have on critical markets, financial 
institutions, or the broader financial system. Title VIII also requires the Council 
to take into consideration any other factors that the Council deems appropriate. 
The Council believes that the four identified factors provided an appropriate 
basis for making determinations, and thus the Council did not explicitly rely on 
any other factors. 

This appendix provides a description of each FMU, as well as an analysis of its 
systemic importance based on the factors listed here. Each FMU received a letter 
on May 22, 2012 informing it that the Council had proposed its designation and 
providing it with the same rationale for the Council's determination provided 
in this appendix. This appendix docs not, however, include any confidential 
data that were part of the Council's analysis, though such confidential data 
were included in the May 22 letters to each FMU. The FMUs each had 30 days 
to request a hearing if they disagreed with the proposed determination of the 
Council or the Council's proposed findings of fact, but no FMU requested such 
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a hearing. Accordingly, the Council has unanimously voted in favor of final 
designations on the following FMUs based on the analyses described here: 

A. The Clearing House Payments Company L.L.C. 

Description of the Clearing House Payments Company L.LC. 

PaymentsCo, a Delaware corporation, is the legal person that operates CHIPS, 
which is a multilateral system operated for the purpose of transferring payments 
among its 52 participants. Therefore, PaymentsCo, as a person that operates a 
multilateral system whose purpose is transferring payments among financial 
institutions, meets the definition of FMU set out in Title VIII.’ 

CHIPS is the only private sector system in the United States for settling large- 
value U.S. dollar payments continuously throughout the day. Large-value 
payment systems play a key role in financial markets by providing a means for 
banks to discharge payment obligations related to important financial market 
activities such as money market and commercial transactions. Payments settled 
by such systems arc often high in value and require secure, reliable, and timely 
settlement. For example, two banks might use a large-value pay ment system to 
settle a time-sensitive interbank loan. For commercial transactions, a corporation 
may instruct its bank to use a large-value payment system to make critical 
payments to its suppliers. 

Large-value payments settled over CHIPS often represent the U.S. dollar sides 
of transfers between U.S. money center banks and foreign banks operating in 
the United States, such as foreign exchange and Eurodollar transactions. CHIPS 
traffic also includes an increasing share of payments for transactions such as the 
adjustment of correspondent balances and payments associated with commercial 
transactions, bank loans, and securities transactions. 

The 52 CHIPS participants arc U.S. commercial banks, foreign banks with offices 
in the United States, and one private banker. These participants constitute some 
of the largest banks in the world by asset size and include bank subsidiaries of 
22 financial institutions considered to be global systemically important financial 
institutions by the Financial Stability Board.* Participants also send and receive 
payments over CHIPS on behalf of thousands of customers, including a large 
number of correspondent banks. U.S. depository institutions account for a 
substantial percentage of all value sent. Forty participants are headquartered 
outside the United States. 

An important feature of CHIPS is that it can bilaterally and multilaterally net 
payments for settlement, which permits CHIPS to settle its daily average of 
payments with a fraction of funding. A disruption to CHIPS could therefore have 
a multiplier effect on the liquidity needs of participants. 

Participants do not bear credit risk within CHIPS, as they do not extend credit 
to each other over the system. They do, however, bear liquidity risk. Because 
payment messages in the CHIPS queue arc not guaranteed to settle, participants 
may not receive, either during the day or at the end of the day, payments they 
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Concentration of participants and degree of tiering. CHIPS activity is highly 
concentrated with a small number of participants accounting for a relatively large 
percentage of the value of the payment messages sent and received. Funding for 
CHIPS is further concentrated with a small number of participants representing a 
majority of the funding. 

Although no FMUs depend on CHIPS directly, the participants that send and 
receive the most value over CHIPS and contribute the most funding are also 
some of the most active participants by value in CLS Bank, DTC, FICC, NSCC, 
CME, ICE Clear Credit, and OCC. The liquidity problems caused by a disruption 
to CHIPS might therefore adversely affect the payment activities of CHIPS 
participants over those FMUs. Conversely, payment obligations arising within 
those other FMUs that were expected to settle over CHIPS could be disrupted. 

Interdependencies indirectly link CHIPS not only to other FMUs and payment, 
clearing, and settlement activities, but also to the third-party customers that arc 
the originators or beneficiaries of payments settled over CHIPS. Participants 
submit a majority of their CHIPS traffic by volume on bclialf of one of 
thousands of third-party customers. Examples of third-party customers include 
affiliates and branches of CHIPS participants, other financial institutions, and 
nonfinancial corporations. Because of the scope and nature of these customers, 
a disruption to CHIPS could have a broader impact on both the financial system 
and the real economy than might be assumed from consideration of only the 
direct participants. 

(D) Effect that the failure of or disruption to CHIPS would have on critical markets, 
financial institutions, or the broader financial system 

Market effects of a failure of or long-term disruption to the functioning of 
CHIPS. There arc two types of disruption to CHIPS that could have significant 
effects on critical markets, financial institutions, and the broader financial 
system. First, a disruption triggered by the failure of one or more participants to 
make a required pay-in at the end of the day could cause several billion dollars 
of payments not to settle over CHIPS, creating liquidity shortfalls for some 
participants and their customers late in the day. Second, a disruption triggered 
by an operational problem with CHIPS could cause significantly higher amounts 
of payments not to settle over CHIPS. An operational disruption could also cut 
off participants' access to the funds in the CHIPS account, which could be a 
significant amount by the end of the day. 

The typical value of the payments settled at the end of the day is sizeable and 
varies based on market conditions and the amount of supplemental funding 
contributed by participants during the day. If one or more participants failed to 
make a required pay-in at the end of the day, a portion of those payments would 
not settle over CHIPS. As a result, the participants and their customers expecting 
to receive those payments would need to make them up outside of CHIPS and 
could, therefore, face liquidity shortfalls late in the day. 

In the case of an operational disruption to CHIPS, participants could use the 
Fedwirc Funds Service to settle payments. Their ability to do so would depend 
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on each participant’s access to Fedwire, internal system capabilities, and access 
to sufficient intraday liquidity. In particular, the availability of liquidity varies 
by institution, such that some participants might need access to additional 
liquidity in order to reroute their CHIPS traffic. At a minimum, that increased 
liquidity demand could create incentives for participants to delay sending 
large outgoing payments over Fedwire until they first received large incoming 
payments. Delayed settlement of those outgoing payments could in turn delay 
the settlement of all downstream payments reliant on those funds, likely causing 
liquidity problems to spread. 

Effects of a short-term disruption to the FMU. Depending on its timing, an 
operational disruption to CHIPS could leave participants without access to 
the increasingly significant amounts of liquidity held in the CHIPS account 
As discussed under Consideration (B), the value of funds held in the CHIPS 
account rises steadily throughout the day, with the funds returned to participants 
as payouts at the end of day. A disruption that prevented CHIPS from making 
payouts at the end of the day could cause significant liquidity shortages for 
participants at a time of day when liquidity in funding markets may be least 
available. This is particularly true for the subset of CHIPS participants that 
do not have access to intraday credit from a Federal Reserve Bank. These 
participants might need to seek funding in the Fed funds and repo markets, 
where, as discussed previously, liquidity declines towards the end of the business 
day. Further, liquidity in these markets would likely be especially light under 
the stressed market conditions surrounding a failure of or disruption to CHIPS. 
Without this funding late in the day, participants might not be able to meet their 
payment obligations outside of CHIPS or meet Federal Reserve account balance 
requirements, such as reserve requirements. 

Under either scenario, a disruption to CHIPS could reverberate throughout the 
financial system, affecting the thousands of institutions worldwide that may be 
reliant on payments settled over CHIPS. As discussed under Consideration (A), 
CHIPS settles a sizeable overall share in the U.S. large-value payments market. 
Furthermore, a significant portion of the volume of payment messages sent over 
CHIPS is sent or received on behalf of one of thousands of third-party customers. 
In addition to disrupting third-party customers, as discussed under Consideration 
(C), a disruption to CHIPS might also indirectly disrupt other FMUs in the U.S. 
financial sector through the channel of shared participants. 

Conclusion 

Large-value payment systems such as CHIPS play a key role in financial markets 
by providing a means for banks to discharge payment obligations related to 
important financial market activities. CHIPS is a particularly large system, settling 
S1.6 trillion on average a day representing a significant percentage of the value 
of the U.S. dollar large-value payment market. A disruption to CHIPS could 
significantly increase the amount of unsettled payments in the CHIPS queue, 
disrupt the ability of participants to manage their CHIPS traffic, and sufficiently 
alter the payment and funding patterns over CHIPS so as to cause liquidity 
disruptions affecting all participants, including 22 global systemically important 
institutions, and potentially spread to their customers and to other FMUs and 
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the broader financial system. The resulting widespread liquidity shortage could 
prove difficult or costly to ameliorate, particularly if the disruption were to cut 
off access to the funding in the CHIPS account and to occur at the end of the day 
amid already stressed market conditions. 

Taking into consideration the significant value and proportion of large-value 
payments that settle over CHIPS, the increased liquidity required to reroute those 
payments to settle outside of CHIPS, and the risk to other FMlfs and downstream 
financial institutions and nonfinancial companies that rely on those payment* 
to settle, it is the assessment of the Council that a failure of or disruption to 
CHIPS could increase the risk of significant liquidity problems spreading among 
financial institutions or markets and thereby threaten the stability of the financial 
system of the United States. For the reasons set out here, the Council has 
determined that PaymentsCo should be designated as a systcmically important 
FMU pursuant to Title VIII of the Act. 

B. CLS Bank International 

Description of CLS Bank International 

CLS Bank, a legal person chartered by the Board of Governors of the Federal 
Reserve System under the Edge Act, operates a multilateral system that settles 
foreign exchange (FX) transactions among its financial instiiution members. 5 
Therefore, C1.S Bank meets the definition of FMU set out in Title VIII of the Act.* 

The FX market is one of the largest and most liquid global financial markets 
with an average aggregate daily value settled of 8.0 trillion U.S. dollar equivalent 
(USDE). T The FX market plays a pivotal international role in determining the 
relative value of a currency, providing liquidity to the international banking 
system, and facilitating cross-border trade and investment. Because of its 
importance, the FX market has long been a focus of attention by finance 
ministries, central banks, and banking supervisors. 

The FX market is an over-the-counter (OTC) market with globally dispersed 
participants that connect local trading centers into a liquid, global market. The 
three largest trading centers are located in the United Kingdom, the United 
States, and Japan respectively, although a number of other countries also host 
major centers. Due to the dispersion of market participants, the FX market is 
also a 24-hour market with large volumes of cross-border transactions. The three 
major instruments in the FX market arc spot, forward, and FX swaps, which 
collectively account for approximately 94 percent ot FX market activity. These 
instruments are typically considered part of the short-term international money 
market, serving as critically important cross-currency funding tools for a wide 
variety of participants. Settlement risk is the primary risk in the FX market and is 
a key source of systemic risk, 

CLS Bank is the sole multi-currency settlement system of its kind, offering both 
liquidity savings and settlement risk mitigation across all major currencies, and 
the only one that operates on a global basis across all the major currencies.* 

CLS Bank settles an average daily value of 4.77 trillion USDF.. representing 68 
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percent of FX market activity in CLS Bank-eligible currencies and products. The 
CIS Bank system links thousands of institutions, including many of the largest 
banks, investment companies, and nonfinancial corporations, both domestic 
and foreign. Through CLS Bank, these institutions are able to reduce their 
settlement risk in the FX market through the use of payment-versus-payment 
(PVP) settlement.* CLS Bank is also used by and uses a number of other FMUs 
to settle multi-currency payment flows. Among other potential effects, a failure 
of or disruption to the functioning of CLS Bank could substantially increase 
participants' liquidity risk and reintroduce significant settlement risk among 
institutions in the FX market. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed by CLS Bank 
CLS Bank settles a significant and increasing volume and value of activity in 
the FX market. Through its services, CLS Bank significantly reduces settlement 
risk and provides substantial liquidity savings through its use of multilateral net 
funding. If the volumes and values settled by CLS Bank continue to grow, CLS 
Bank's role in the FX market, and market participants' reliance on CLS Bank, will 
become even more significant. 

Settlement volumes and values. CLS Bank estimates that it settles, by value, 

68 percent of FX market activity in eligible currencies and products. In 201 1, 

CLS Bank settled an average daily gross volume of 820,600 sides and an average 
aggregate daily value of 4.77 trillion USDE. In addition, through PVP settlement, 
CLS Bank mitigated a substantial amount of the settlement risk associated with 
the average daily gross volume settled. In 2011, CLS Bank settled a peak daily 
gross volume of 1,957,417 sides; on its peak settlement value day, March 19, 2008, 
CLS Bank settled approximately 10.S trillion USDE. 

In 2011, U.S. dollar transactions settled at CLS Bank accounted for a substantial 
amount of the average daily gross settlement volume and the average aggregate 
daily settlement value. In addition, U.S.-based settlement members accounted for a 
significant portion of the average aggregate daily value settled in 2011 at CI.S Bank. 

In 2011, the volume and value of transactions settled at CLS Bank increased by 
4.7 percent and 15.5 percent, respectively, from 2010. Since 2007, the volume of 
transactions processed by CLS Bank has grown at a compound annual rate of 
22 percent, with U.S. dollar transaction volumes growing at a compound annual 
rate of 23 percent. In addition, since 2007. the value of transactions processed by 
CLS Bank has grown at a compound annual rate of 7.3 percent, with the value 
of U.S. dollar transactions growing at a compound annual rate of 7.2 percent. In 
comparison, from 2007 through 2010, the total value of the FX market grew at a 
compound annual rate of 3.7 percent. 

Funding. Members fund and defund their multi-currency accounts at CLS Bank 
through 17 real-time gross settlement (RTGS) systems, including the Federal 
Reserve’s Fedwirc Funds Service for U.S. dollar payments. Funding occurs on a 
multilateral net basis, which provides substantial netting efficiencies. In order to 
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smooth out the liquidity needs of its members, CLS Bank permits its members 
and their nostro agents to pay in over a five-hour funding window. 

B) Aggregate exposure of CLS Bank to its counterparties 

Although CLS Bank has a robust risk management framework, it is still exposed 
to significant credit and liquidity risk. 

Credit exposures. CLS Bank may extend credit to its members in the form of 
haircut-adjusted short positions, which arc collateralized by a member's long 
positions and capped at the aggregate short position limit (ASPL) for each 
settlement member. ASPLs vary among members based on an assessment of each 
member's credit, liquidity, and operational capabilities. 1 * 

Based on the ASPL for each settlement member, CLS Bank’s maximum potential 
credit exposure is in the billions of USDE." Though these exposures are 
collateralized by haircut-adjusted long positions, as a result of extreme exchange 
rate volatility. CLS Bank may have insufficient liquidity and incur financial losses, 
which it would allocate to its surviving members. 

Liquidity exposures. In the event that a settlement member fails to pay in the 
currency required to cover a short position by the end of the funding window, 

CLS Bank will attempt to swap the failing member's remaining long positions 
for the currency required to fulfill CI.S Bank’s payout obligations. As a result. 

CLS Bank has obtained committed lines of liquidity across the 17 currencies that 
are eligible for settlement. U.S. dollar liquidity is provided by a group of U S. 
depository institutions, each of which is also a settlement member. 

In the case of a single member pay-in failure, the peak liquidity that CLS 
Bank would require from its committed liquidity providers is equivalent to the 
maximum ASPL. Provided that its currency haircuts arc sufficient to mitigate 
market risk, CLS Bank’s committed lines of liquidity should be sufficient to 
complete payouts in the appropriate currency, even if the failing member is a 
liquidity provider in the required currency. However, if CLS Bank's currency- 
haircuts are insufficient to absorb a significant depreciation in the value of the 
members' long positions relative to the value of their short positions, CLS Bank's 
liquidity needs may exceed its committed liquidity lines, and CLS Bank may incur 
financial losses. Further, in the event that its liquidity providers arc unwilling 
or unable to provide the committed liquidity, CLS Bank will credit its affected 
members) in an alternate currency, which its members may choose to receive 
as a payout or hold overnight at CLS Bank, thereby shifting liquidity risk to its 
member(s) and potentially resulting in liquidity disruptions to U.S. and foreign 
financial markets. 

C) Relationships, interdependencies, or other interactions of CLS Bank with other 
FMUs or payment, clearing, or settlement activities 

CLS Bank settlement activity is highly concentrated amongst its largest members. 
In addition, CLS Bank is highly interconnected with a number of other FMUs 
and trade repositories. These relationships and interdependencies increase the 
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potential for a disruption at CLS Bank to spread to other participants, FMUs, 
markets, and throughout the U.S. financial system. 

Concentration of participants and degree of tiering. The value of instructions 
settled by CLS Bank is highly concentrated among the largest of its 65 members. 
Further, third-party settlement activity is highly concentrated among a group 
of members. Since the value of instructions settled in CI.S Bank is highly 
concentrated, a disruption to one large member would haw a significant impact 
on the risks faced by CLS Bank (see factor (D) for the impact of a failure to pay 
by one or more participants). However, the inclusion of the largest FX market 
participants in CIS Bank ensures that a significant proportion of the FX market 
is settled at CLS Bank using its PVP risk mitigating features. 

In 2011, 27 of CLS Bank’s 63 members were active in submitting instructions on 
behalf of third parties, though the majority of activity was concentrated among a 
few institutions. In aggregate, third-party transactions represent approximately 11 
percent of the aggregate value settled by CLS Bank. In addition, the three largest 
U.S.-based third-party service providers account for more than 48 percent of total 
third-party activity. 

Dependencies of other FMUs and trade repositories on CLS Bank. CLS 
Bank settles non-PVP instructions for The Warehouse Trust Company's Trade 
Information Warehouse (TIW), which is a subsidiary of DTCC, as well as the 
CME. ICE Clear Europe. Eurex, and LCH.Cleamet. Specifically. CLS Bank settles 
FX futures-related payments for the CME and ICE Clear Europe, and credit 
derivative-related payments for TIW, Eurex, and LCI l.Clearnet. Settlement at CLS 
Bank provides operational and funding efficiencies for these FMUs and trade 
repositories. The link with the TIW is particularly notable, as it allows payments 
for OTC credit derivatives, which are calculated and bilaterally netted across 
participants, to be directly submitted for settlement at CLS Bank. 

0) Effect that the failure of or disruption to CLS Bank would have on critical markets, 
financial institutions, or the broader financial system 
A failure of or long-term disruption to CI.S Bank may significantly increase 
settlement risk and liquidity demands in the FX market. In turn, these 
developments may reduce FX market activity and the flow of funds in U.S. and 
foreign financial markets and to the broader economy. 

Market effects of a failure of or long-term disruption to the functioning of 
CLS Bank. In addition to potentially transmitting credit risk to its members via 
loss allocation, a failure of or long-term disruption to CLS Bank may result in a 
reversion to non-PVP settlement and therefore reintroduce significant credit risk 
to the FX market. Because CLS Bank is the sole global multi-currency settlement 
system that eliminates FX settlement risk across all major currencies, a failure 
of or long-term disruption to CLS Bank would require members to settle FX 
transactions through non-PVP settlement arrangements, including bilateral 
gross settlement, bilateral net settlement, and ‘on-us" settlement. A reversion 
to non-PVP settlement arrangements could reintroduce a substantial amount 
of settlement risk to the FX market daily. As a result, members would initially 
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experience a sudden increase in settlement risk that may significantly exceed 
counterparty settlement limits set by their internal credit risk management 
function and may base to suddenly and drastically reduce their trading activity 
to stay under prudent counterparty settlement limits. Alternatively, members 
would need to collect large amounts of collateral from counterparties or accept 
significantly higher levels of counterparty credit risk that may exceed their capital. 

A reduction in trading activity would reduce the flow of funds between CLS 
Bank participants, including domestic and foreign banks, investment companies, 
and nonfinancial corporations, and would impair FX market liquidity. As FX 
instruments are typically considered pan of the short-term international money 
market, a reduction of FX market liquidity would seriously disrupt cross-border 
funding markets. As a result, the impact of a failure of or long-term disruption 
to CLS Bank would be felt in U.S. and foreign financial markets, as well as in 
the broader economy. Further, in the absence of PVP settlement, a failure of 
an FX market participant would expose counterparties to significant credit risk 
that could lead to additional failures of, or an erosion of confidence in, other 
FX market participants. In addition, because CLS Bank settles transactions 
both directly and indirectly for thousands of institutions, including banks, 
investment companies, and nonfinancial corporations, the failure of CLS 
Bank or a disruption of its settlement services could have a crippling impact on 
international trade with adverse second-order effects on the real economy and 
U.S. financial stability. 

In the absence of CLS Bank and multilateral net funding in the FX market, 
members would be required to provide additional liquidity to complete 
settlement, thereby increasing liquidity demands on market participants. As such 
funding may occur in stressed market conditions and require access to large and 
alternative sources of liquidity at short notice, there could be significant liquidity 
disruptions to financial markets. In particular, since the U.S. dollar accounts for 
a substantial percentage of settlement value at CLS Bank, demands for additional 
U.S. dollar liquidity may be substantial and could have a significant impact on 
major U.S.-based banks and the U.S. financial system. Assuming that members 
revert to bilateral gross settlement in the absence of CLS Bank, liquidity needs 
would increase substantially, therefore providing another incentive for members 
of CLS Bank to significantly reduce their trading activity and the flow of funds 
between CLS Bank participants. 

In addition to a reduction in FX market activity and an increase in liquidity 
demands, the absence of CLS Bank would require that non-PVP settlement 
arrangements absorb an additional average daily volume of 795,000 sides. A 
sudden increase in the volume of non-PVP transactions, however, may result 
in immediate operational challenges due to capacity constraints, potentially 
preventing a significant volume of FX transactions from settling in a timely 
fashion and thereby spreading liquidity risk among participants and their 
counterparties. Further, to the extent that a failure of or disruption to the 
functioning of CLS Bank results in non-PVP settlement, the relevant RTG5 
systems would experience sudden increases in the volume and value of 
instructions settled. In the United States, for example, the Fedwire Funds Service 
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and CHIPS may be required to absorb a significant amount in additional U.S. 
dollar payment activity daily. 

CLS Bank also prov ides settlement of payments related to credit derivatives and FX 
futures for multiple FMUs, both domestic and foreign. These FMUs benefit from 
funding efficiencies and straight-through processing by settling at CLS Bank and. 
in the short term, the absence of CLS Bank would be disruptive to these FMUs, 
as they would have to reroute payments over the relevant RTGS systems. Based on 
data compiled by the Federal Reserve Board, the U.S.-based members of CLS Bank 
are also members in several other FMUs. In the event that CLS Bank is unable to 
complete settlement and these members are unable to obtain timely settlement of 
their payment instructions through alternative settlement arrangements, liquidity 
disruptions may be transmitted to other key FMUs and markets. 

Effects of a short-term disruption to the FMU. In the event that an operational, 
market, or funding-related event results in a short-term disruption to CLS Bank, 
CLS Bank would be required to defer settlement, but may be able to complete 
settlement before the end of the settlement day. Settlement, however, is heavily 
dependent on the closing times of the RTGS systems used to transfer funds to 
and from members’ multi-currency accounts at CLS Bank and may require an 
extension of the operating hours of certain RTGS systems on which CI.S Bank 
is dependent. Further, CLS Bank currently estimates that the largest single 
settlement member pay-in failure (in terms of its aggregate impact on the 
settlement of transaction at CLS Bank) would result in a significant percentage 
of transactions not settling. As a result, members would need to settle these 
transactions on a non-PVP basis outside of CLS Bank, thereby increasing the 
amount of settlement risk in the FX market significantly. In a pay-in failure 
situation, however, surviving members would receive additional pay-in calls, which, 
if met, would significantly reduce the value of unsettled transactions at CLS Bank. 

In the event of a large single member default, CLS Bank could issue additional 
pay-in calls across the surviving members to fund additional liquidity.'* As such 
funding may occur in stressed market conditions and require access to large and 
alternative sources of liquidity at short notice, there could be significant liquidity 
disruptions to financial markets. Further, as most additional funding will occur 
in U.S. dollars when U.S. markets are closed (between S a.m. and 6 a.m. ET), the 
impact on the financial system of the United Slates could be more severe. 

The peak liquidity that CLS Bank could require from its committed liquidity 
providers is equivalent to the maximum ASPL. Provided that its currency 
haircuts arc sufficient to mitigate market risk. CLS Bank’s committed lines of 
liquidity should be sufficient for CLS Bank to satisfy its payout obligations in 
the appropriate currency, even if the failing member is a liquidity provider in 
the required currency. However, if additional members fail to fully satisfy the 
additional pay-in calk that result from the original pay-in failure, then CLS Bank’s 
liquidity needs may exceed its committed liquidity lines. As a result, CLS Bank may 
be unable to meet its payout obligations, in which case it would pay an equivalent 
amount in an alternate currency and transfer its liquidity risk to its members. 
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Conclusion 

CLS Bank is the sole global multi-currency settlement system of its kind, offering 
both liquidity savings and settlement risk mitigation across all major currencies. 

A failure of or long-term disruption to CLS Bank would have negative effects on 
both its members and the FX market, resulting in significant credit, liquidity, 
and operational disruptions. These effects would likely spill over into U.S. and 
global financial markets, as the FX market is critical to meeting cross-currency 
funding needs of global financial institutions. Further, PVP settlement in the FX 
market continues to be encouraged by central banb, market regulators, and other 
authorities in order to reduce settlement risk. Should the growth in the values 
and volumes settled by CLS Bank persist, perhaps due to the continued growth of 
the FX market and the inclusion of additional participants, settlement currencies, 
and settlement sessions, CLS Bank will assume an even more dominant role in the 
FX market. In the absence of alternative settlement arrangements offering both 
settlement risk mitigation and liquidity savings across a similar set of FX products 
and currencies, CLS Bank's expansion will reduce overall risk but also concentrate 
the risk associated with a potential disruption to or failure of CLS Bank. 

Based on the significant values and volumes of FX market activity settled at CLS 
Bank, the extensive network of financial and nonfinanctal institutions that depend 
on CLS Bank, the dependence of other critical FMUs on CLS Bank to effect 
settlement, and the lack of substitutes offering both settlement risk mitigation and 
liquidity savings, the Council has determined that CLS Bank should be designated 
as a sysiemically important FMU pursuant to Title VIII of the Act. 

C. Chicago Mercantile Exchange, Inc. 

Description ol Chicago Mercantile Exchange, Inc. 

CME is a subsidiary of CME Group, Inc. (CME Group), a public company. CME, 
through its U.S. clearing division (CME Clearing), provides clearing services 
among futures commission merchants (which arc included in the definition of 
financial institution in Section 803 of the Act) and between futures commission 
merchants (FCMs) and customers. Therefore. CME meets the definition of FMU 
set out in Title VIII. 15 

CME is one of the largest central counterparty clearing services providers in 
the world, clearing 96 percent of the entire market for U.S. futures, options 
on futures, and commodity options. 11 CME clears all contracts traded on the 
designated contract markets (DCMs) 15 owned by CME Group, namely the Chicago 
Mercantile Exchange (CME DCM), Board of Trade of the City of Chicago, Inc. 
(CBOT), the New York Mercantile Exchange (NYMEX), and the Commodity 
Exchange, Inc. (COMEX). In addition, CME offers clearing services for the global 
OTC market through, inter alia, CME ClearPort. 

CME provides central counterparty clearing services for futures, options, and 
swaps that can be used by market participants for a variety of purposes. Products 
cleared by CME range from commodity futures, which arc essential to price 
discovers- and liquidity for the underlying commodities, to interest rate swaps 
(IRS) and equity index contracts, which can be used as hedges or as investments 
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themselves, CME clears the largest and most liquid futures contracts based on 
the Standard & Poor's (S&P) 500 Index, Eurodollar, U.S. Treasury securities, 
and energy products, as well as IRS. CME functions as the central counterparty 
to market participants and dears a large number of transactions supported by 
significant collateral. As a central counterparty, CME stands between its members 
for every transaction cleared, serving as the seller to every buyer and the buyer to 
every sdler. In effect, members substitute CME's credit for each other's credit. 

While the purpose of the contracts cleared by CME can vary, all such contracts 
initially expose the participants on both sides of the contract to credit risk. 

By guaranteeing to each counterparty' that the other side of the contract will 
be fulfilled, CME acts as a central counterparty to mitigate such risks. CME 
collects margin from each of its clearing members to offset the risks of a clearing 
member's contracts and nets margin calls across all of each member's contracts. 
On average. CME clears contracts with a notional value in the trillions of U.S. 
dollars and maintains collateral deposits averaging in the billions of U.S. dollars. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed by CME 

Number of transactions processed, cleared or settled. In 2011, CME cleared an 
average daily gross volume in the millions of futures and options contracts and 
average daily notional amounts in the millions of U.S. dollars for OTC CDS and 
OTC USD IRS; in the millions of euros for OTC euro IRS; and in the millions 
of pound sterling for OTC GBP IRS. CME cleared a peak daily gross volume in 
the millions of contracts and peak daily notional amounts in the billions of U.S. 
dollars of OTC CDS and OTC USD IRS, in the billions of euros of OTC euro IRS. 
and in the billions of pound sterling of OTC GBP IRS. 

Value of transactions processed, cleared or settled. In 2011, CME cleared 
contracts with an average daily gross notional value in the trillions of U.S. dollars 
and average daily gross notional values in the millions of U.S. dollars of OTC 
CDS; millions of U.S. dollars of OTC USD IRS; millions of euros of OTC euro 
IRS; and millions of pounds sterling of OTC GBP IRS. The peak daily gross value 
of the contracts CME cleared was in the trillions of U.S. dollars for futures and 
options, billions of U.S. dollars for OTC CDS, billions of U.S. dollars for OTC 
USD IRS, billions of euros for OTC euro IRS, and billions of pound sterling for 
OTC GBP IRS. 

Value of other financial flows. For all listed derivatives, except cleared OTC IRS 
and cleared OTC CDS. the average daily How of funds (average daily variation 
margin plus change in average daily initial margin) in 2011 was in the billions 
of U.S. dollars, with a peak in the billions of U.S. dollars on August 8, 2011. The 
peak daily open interest was in the millions of U.S. dollars on August 25, 2011. 

B) Aggregate exposure of CME lo its counterparties 

Credit exposures. The period-end aggregate value of all collateral posted as of 
December 30, 2011. was in the billions of U.S. dollars. On December 30, 2011, 
the member guaranty fund requirement across all three guaranty funds was $4.5 
billion, CME designated capital across the guaranty funds was $300.0 million, 
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clearing agency. The average amount of margin subject to the cross-margining 
agreement is in the millions of U.S. dollars. CME also has a cross-margining 
arrangement with FICC, which generated a savings of millions of U.S. dollars 
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D) Effect that the failure of or disruption to CME would have on critical markets, 
financial institutions, or the broader financial system 
Role of CME in the market served. In 2011, CME cleared 96 percent of the total 
U.S. futures and CFTC-regulaicd options market volume.** 
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Clearinghouses reduce the costs and operational risks of clearing and settlement 
among multiple market participants by mitigating counterparty risk, settling 
or netting participants' obligations, or providing other clearing services or 
arrangements that mutualize or transfer credit risk among participants. CME 
houses one of the largest clearinghouses worldwide. 

The primary trigger of a default by CME would be a default by one or more 
clearing members with extraordinary losses in excess of CME's default resources. 
While such a default could conceivably result from circumstances local to 
those members, a default scenario would more likely be associated with a 
disruption to the markets more generally, including scenarios such as historically 
extraordinary volatility, extreme changes to normal price correlations, and acute 
reductions in liquidity. 

An alternative trigger of a default by CME would be a failure by one of its 
settlement banks, in particular its concentration bank, because a substantial 
portion of CME's financial resources, as well as those of its members, arc on 
deposit with these banks. Thus, if those financial resources were to suddenly 
become unavailable, CME's operations would be adversely affected to a 
considerable extent. 

In addition, a CME default could result from a failure to maintain a generally 
sound financial condition, such as a failure to maintain sufficient capital or other 
financial resources against its general business risk or against the risk of one or 
more clearing member defaults. 

As discussed previously, it would be impractical, in the short term, for another 
clearinghouse to substitute for CME. Moreover, even if swap transactions were 
replaced on a bilateral basis, if the market had moved since the trades were 
submitted to CME, it is unclear how the original counterparties would reinstate 
the original bilateral transaction. In addition, it could be difficult or impossible 
to reinstate the original transactions bilaterally if they were made on a trading 
platform. Because multilateral netting reduces the exposure of a clearinghouse's 
members to each other, the de-netting of positions resulting from a CME 
default would immediately increase counterparty risk, which could have serious 
consequences for market participants, including exposure to credit risk and 
demand for collateral. 

Furthermore, netting provides a market benefit in that the margin required to 
collateralize the exposure of a portfolio is generally smaller than collateralizing 
its individual components, because the prices of the portfolio's components 
are often correlated. Central counterparty netting is more powerful, as each 
member’s obligations to every other member can be netted and offset . 17 

Moreover, in the bilateral market, if A w ishes to neutralize, e.g., a long exposure 
to B, A would typically enter into a transaction with a short exposure to another 
counterparty, e.g., C. This would offset A's market risk, but would leave A with 
credit risk to each of B and C. In a cleared market, if A has cleared a transaction 
with a long exposure and enters into a cleared transaction with an offsetting 
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losing positions, (3) deposits in pension fund cash accounts or (4) bank financing 
charges. Essentially, the failure of CME would create enormous uncertainty about 
the status of initiated transactions as well as the financial positions of its clearing 
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members and their customers and could jeopardize the orderly functioning of 
other DCOs and the US. financial markets as a whole. 

Conclusion 

The data reviewed by the Council indicate that CME processes a significant 
volume of high-dollar-valuc transactions on a daily basis for critical U.S. 
markets." Moreover, it is questionable whether finding a substitute for CME’s 
products is a viable short-term solution. Accordingly, even the shortest disruption 
of CME could disrupt clearing for a variety of futures and options transactions 
and could effectively freeze the futures and options markets, thereby creating 
liquidity* and credit problems in the U.S. futures markets. The loss of central 
counterparty clearing in the products CME clears would increase collateral 
demands exponentially, resulting in a corresponding drain of liquidity. 

A CME failure could also have an adverse impact on price discovery, which 
could, in turn, lead to inefficient markets and a correlated increase in liquidity 
problems. Finally, the contagion effect of a CME failure could impose material 
financial losses on CME's clearing members and other market participants (such 
as customers) and could lead to increased liquidity demands and credit problems 
across financial institutions, especially those that are active in the futures and 
options markets. Where these financial institutions are active in multiple U.S. 
markets, this contagion effect would have a broader impact and, as the markets 
experience growing stress, would likely lead to increased demand for credit, 
which would, in turn, likely lead to less liquidity. Thus, the Council believes that 
a significant disruption or failure of CME could have a major adverse impact 
on the U.S. financial markets, the impact of which would be exacerbated by 
the limited number of clearing alternatives currently available for the products 
cleared by CME. Accordingly, a failure or disruption of CME would likely have a 
significant detrimental effect on the liquidity of the futures and options markets, 
clearing members, which include large financial institutions, and other market 
participants, which would, in turn, likely threaten the stability of the broader U.S. 
financial system. 

For the reasons set out here, the Council has determined that CME should be 
designated as a sysiemically important FMU pursuant to Title VIII of the Act. 

D. The Depository Trust Company 

Description of The Depository Trust Company 

DTC is an FMU as defined in Title VIII of the Act because it manages or operates a 
multilateral system for the purpose of clearing and settling securities transactions 
among financial institutions and between financial institutions and DTC." 

DTC serves as the central securities depository (CSD) for substantially all 
corporate and municipal debt and equity securities available for trading in 
the United States. DTC is a wholly owned subsidiary of DTCC and is generally 
administered as an industry-owned utility on an at-cost basis. 
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DTC provides depository services and asset servicing for a wide range of security 
types such as money market instruments (MMIs), equities, warrants, rights, 
corporate debt and notes, municipal bonds, government securities, asset-backed 
securities (ABS), and collateralized mortgage obligations. DTC's custodial 
services include the safekeeping, record keeping, book entry transfer, and pledge 
of securities among its participants. DTC substantially eliminates the physical 
movement of securities by providing book-entry deliveries of securities, which 
transfer the ownership of securities electronically among broker-dealers on 
behalf of the beneficial owners of the securities. In addition to processing book- 
entry transfers, including those trades cleared through the NSCC, DTC provides 
services to securities issuers, such as maintaining current ownership records and 
distributing payments to shareholders. In 2011, DTC maintained custody and 
ownership records for approximately $39.5 trillion in securities. 

DTC has 298 full service members and 72 limited service members. DTC 
members include U.S. broker-dealers, U.S. and non-U.S. banks or trust companies 
(including a trust company having limited powers), non-U.S. CSDs, U.S. 
government-sponsored enterprises (GSEs), and FRBNY. DTC direct participants 
include some of the largest banks in the world by asset size, and include affiliates 
of 25 of the 29 financial institutions considered to be globally systcmically 
important. 11 Trades that DTC settles for NSCC are executed on more than 50 
trading venues (including all U.S. securities exchanges and alternative trading 
systems) and with other domestic and foreign clearing agencies. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed through DTC 
In 2011, DTC processed millions of book-entry securities deliveries and settled 
transactions with a substantial value. Average daily gross volume was 804,502 
deliver orders, payment orders, and pledges, with an average daily gross 
transaction value of approximately $573 billion. The peak daily gross number of 
transactions processed by DTC in 2011 was 1.24 million on June 29, 2011. In 2011, 
the average daily gross value of transactions processed by DTC was $573 billion, 
$339 billion of the total being MMIs and $234 billion of the total being other 
securities. The peak daily gross value of transactions processed by DTC in 2011 
was equal to $728.8 billion on August 12, 2011. 

The average aggregate credit balance paid to participants as a result of the day's 
settlement activity in the end-of-dav cross-endorsed DTC-NSCC settlement was 
equal to $32.8 billion in 2011, with a peak aggregate credit balance payment of 
$78.3 billion on August 1, 201 1. The average daily value of scheduled payments 
of dividend and principal and interest (Pfcl) payments due on DTC-eligible 
securities in 201 1 was $10.1 billion. The peak daily value of these P&I payments in 
2011 was $41.0 billion. 


B) Aggregate exposure of DTC to its counterparties 

DTC is the central securities depository for the United States and is responsible 
for the safekeeping, custody, and certain ownership records of $39.5 trillion of 
securities as of December 31, 2011. As of December 31, 2011, total contributions 
to DTC’s participants fund equaled approximately $1.76 billion. The participants 
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fund is available lo secure participants’ obligations and certain liabilities of DTC, 
should they occur, such as when a participant fails to perform required payment 
or securities delivery obligations. DTC’s participants fund supports the clearance 
and settlement of a substantial portion of all corporate and municipal debt, 
equity securities, ABS, exchange-traded funds (ETFs), and MMIs available for 
trading in the United States. 

DTC extends intraday credit to its participants by allowing them to have net 
funds debit balances, which helps to facilitate the settlement process. These net 
debits are capped at a maximum of $1.8 billion per legal entity and $3 billion per 
affiliated family of participants. Through the various processes described here. 
DTC requires all transactions to be fully collateralized by its participants and 
therefore considers Value at Risk (VaR) not to apply to its operations. 

DTC's liquidity resources are limited to a committed, secured line of credit and 
the value of assets held in the participants fund— including certain assets of the 
defaulting participant held in anticipation of settlement. DTC’s line of credit, 
established with a syndicate of 31 banks, totaled $1.9 billion as of December 31, 
2011. DTC also maintained uncommitted credit lines totaling Can$150 million 
with a participant to support Canadian settlement during 2011. Further, a $50 
million shared uncommitted credit line with NSCC and DTCC is maintained with 
a participant to support potential short-term operating cash requirements. In 2011, 
the peak liquidity exposure to a single affiliated family of counterparties was $3 
billion, which is the maximum net debit limit permitted for any participant family. 
DTC rules require such exposures to be fully collateralized in each instance, 

C) Relationships, interdependencies, or other interactions of DTC with other FMUs or 
payment, clearing, or settlement activities 

DTC’s operations and the current market structure for securities trading 
and clearing involve significant interdependence between DTC and other 
FMUs, settlement banks, clearing members, credit facility lenders, custodians, 
exchanges, cross-margining entities, and pricing vendors. For example, NSCC— 
which provides clearance, settlement, and central counterparty services for nearly 
all broker-to-broker equity and corporate and municipal debt trades executed 
on major U.S. exchanges and other equity trading venues— relies on an interface 
with DTC to settle obligations via the book-entry movement of securities. 
Throughout the day, the debits and credits in a DTC participant s settlement 
account are netted to calculate, at any lime, the net debit balance or net credit 
balance for the account. At end-of-day settlement, DTC and NSCC net the 
settlement balances of each DTC participant that is also a member of NSCC. 

DTC maintains relationships with a number of other internationally important 
FMUs as well. In particular, DTC has established the Canadian-Link sen ice 
with CDS Clearing and Depository Services, Inc. (CDS, Inc.), which enables 
DTC participants to clear and settle two categories of securities transactions: (1) 
cross-border Canadian dollar securities transactions with participants of CDS. 

Inc. and (2) intra-DTC Canadian dollar securities transactions with other DTC 
participants. DTC also has established accounts at two non-U.S. CSDs, namely 
Clearstream Bank AG in Germany and SIS SegalnterSettle AG in Switzerland. 
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Non-U.S. CSDs with DTC accounts include: (1) CREST Nominees Ltd. (an 
affiliate of Eurodcar) in the U.K. and Ireland; (2) Caja de Valores, S.A. in 
Argentina; (3) Tel Aviv Stock Exchange Clearing House (TASECH) in Israel; 

(4) Monte Titoli, S.p.A. in Italy; (5) Japan Securities Depository Center, Inc.; 

(6) Central Depository (Pte.) Ltd. in Singapore; and (7) Hong Kong Securities 
Clearing Company Limited. In addition, BM&F BO VESPA in Brazil and CDS, 

Inc. have pledgee accounts at DTC in order to receive U.S. securities collateral 
at DTC. Notably, however, the level of activity by CSD participants at DTC is 
insignificant in comparison to total DTC activity. 

DTC has also formed a relationship with Omgeo, which provides global trade 
confirmation and trade matching systems for institutional trades. Trades by 
institutional investors are affirmed in Omgeo’s trade confirmation and trade- 
matching systems, and the compared trade details are then passed on directly 
to DTC’s settlement system for settlement on a delivery-versus-payment/receipt- 
versus-payment (DVP/RVP) basis. 

D) Effect that the failure of or disruption to DTC would have on critical markets, 
financial institutions, or the broader financial system 
The immediate effects of a failure of or a disruption to the functioning of DTC 
would include a major disruption to the markets for which DTC is the central 
securities depository as well as financial losses for many of DTC’s participants. A 
disruption to DTC’s services would first lead to complete or partial disruption of 
a significant amount in gross transaction value settled by DTC and to dividend, 
interest, and certain principal payments made on a daily basis. Such a disruption 
similarly would completely or partially disrupt the additional $23.8 billion 
average daily net settlement obligations that NSCC's Continuous Net Settlement 
system instructs at DTC on behalf of NSCC and its members. The markets would 
be impacted further by an inability to access or trade some or all of the $39.5 
trillion in securities for which DTC acts as custodian. The absence of DTC’s 
services could also delay or prevent payment of dividends, principal, and interest 
to investors that own securities serviced by DTC. If a failure or disruption was 
triggered by losses to DTC, those losses might be shared by and cause stress to 
other FMUs, such as NSCC. with which it has a cross-guarantee agreement. 

In addition, a failure or a disruption to the functioning of DTC would likely 
result in significant spillover effects on the rest of the U.S. economy, reducing the 
amount of credit available generally, reducing the value of household savings and 
corporate reserves, affecting the financing activities of corporations, destabilizing 
U.S. money market funds, and reducing the availability of secured credit. 

Conclusion 

DTC plays an important role in financial markets in particular because it holds in 
its custody substantially all corporate debt and equity securities available for trading 
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in the United States. Accordingly, a failure or disruption to the functioning of 
DTC could: 

• Directly and negatively affect an enormous dollar value of financial assets 
held in custody and a substantial dollar value and volume of financial 
transactions in equity and debt markets; 

• Impose material direct losses on participants and their customers for 
whom DTC acts as custodian; 

• Cause liquidity or credit problems resulting from its failure or disruption 
to spread quickly and broadly among financial institutions and oilier 
markets; and 

• Have cumulative negative effects on U.S. domestic equity and debt 
markets, financial institutions, and the broader financial system that 
are substantial in their own right and so severe as to create a risk that 
liquidity and credit problems experienced could spread among financial 
institutions and other markets and, therefore, threaten the stability of the 
financial system. 

Accordingly, it is the assessment of the Council that a failure of or a disruption 
to DTC could increase the risk of significant liquidity problems spreading 
among financial institutions or markets and thereby threaten the stability of the 
financial system of the United Suites. For the reasons set out here, the Council 
has determined that DTC should be designated as a systemically important FMU 
pursuant to Title VIII of the Act 

E. Fixed Income Clearing Corporation 

Description of Fixed Income Clearing Corporation 

F1CC is an FMU as defined in Section 80S(6)(A) of the Act because it manages 
or operates a multilateral system for the purpose of clearing and settling 
securities transactions among financial institutions and between financial 
institutions and KlCC. n 

FICC plays a prominent role in the fixed income market as the sole clearing 
agency in the United States acting as a central counterparty (CCP) and provider 
of significant clearance and settlement services for cash settled U.S. Treasury 
and agency securities and the non-private label mortgage-backed securities 
(MBS) markets. FICC is a wholly owned subsidiary of DTCC and is generally 
administered as an industry-owned utility on an at-cost basis. 

FICC is made up of two divisions, the Government Securities Division (FICC/ 
GSD) and Mortgage Backed Securities Division (FICC/MBSD), each providing 
clearing services in a different portion of the fixed income market. FICC/ 

GSD provides clearing, settlement, risk management, central counterparty 
services, and a guarantee of trade completion for (1) U.S. Treasury bills, notes, 
bonds, Treasury inflation-protected securities (TIPS), and Separate Trading of 
Registered Interest and Principal Securities (STRIPS); and (2) Federal agency 
notes, bonds, and zero-coupon securities that arc book-entry, Fedwire eligible, 
and non-mortgage backed (collectively, U.S. government and agency securities). 
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FICC/GSD accepts buy-sell transactions, repurchase and reverse repos, and 
Treasury auction purchases in several types ofU.S. government securities. In 
2011, the two divisions cleared transactions valued at $1.1 quadrillion on a gross 
basis and $64.8 trillion on a gross basis, respectively. 

FICC/MBSD is the only centralized clearing facility in the non-private label MBS 
market. FICC/MBSD provides clearing, netting, settlement, risk management, 
and pool notification services to major market participants trading in pass- 
through MBS issued by the Ginnie Mae (GNMA), Freddie Mac, and Fannie Mae. 
FICC/MBSD also processes options trades for *to-be*announced" transactions. 
On April 2, 2012, FICC/MBSD began providing central counterparty services and 
a guarantee of trade completion for MBS. 

Both FICC/GSD and FICC/MBSD have relationships with more than 100 
participants. FICC/GSD's members include the nation’s major brokers and 
dealers, as well as a wide range of entities that trade U.S. government securities. 
FICC/GSD’s direct members include some of the largest banks in the world by 
asset size and include affiliates of 23 of the 29 financial institutions considered to 
be globally systcmically important. 3 FICC/MBSD's participants generally include 
the following; (a) banks and trust companies, (b) dealers, (c) inter-dealer broken, 
(d) government securities issuers, (e) registered investment companies, and (f) 
unregistered investment pools. 

A distinguishing characteristic of F1CC is the wide range of risks it faces and 
its ability to manage those risks. As a CCP, F1CC faces credit risk, liquidity risk, 
custody and investment risks, and operational risk. FICC uses a combination of 
risk management tools to some of these risks to ensure it can meet its obligations. 
These tools include (1) membership standards with regard to financial resources 
and operational capacity, (2) collection of collateral deposits to meet clearing 
fund requirements and mark-to-market payments in the form of margin, and 
(3) dose out and loss allocation procedures designed to facilitate an orderly 
liquidation in the event of a member default. 

Another important feature of FICC is that it uses multilateral netting through 
which FICC/GSD and FICC/MBSD are able to reduce significantly the value of 
securities and payments that must be exchanged each day. A disruption to FICC 
could therefore have a multiplier effect on the liquidity needs of participants. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed through FICC 
In 2011, FICC/GSD processed 40.5 million transactions in U.S. government and 
agency securities worth $1.1 quadrillion on a gross basis. Through multilateral 
netting, FICC/GSD reduced the value of financial obligations requiring 
settlement in 2011 from $1.1 quadrillion to $230 trillion. In 2011, FICC/MBSD 
processed MBS transactions worth approximately $64.8 trillion, which through 
multilateral netting was reduced in value to $3 trillion. 

On an average day in 2011, FICC/GSD cleared 120,780 purchases and sales 
ofU.S. government securities, 39,136 repo transactions, and 1,122 GCF repo 
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transactions, which in aggregate were reduced to 24,515 net obligations daily. 

The peak daily gross number of trades for these three categories was 255,241 
purchase and sales, 44,238 repo transactions, and 1,636 GCF repo transactions, 
respectively. Peak aggregate netted obligations were 28,464 on July 29, 2011. 

Daily trading volume at FICC/MBSD averaged 10,556 compared sides in 2011. 

The daily gross number of compared sides at FICC/MBSD peaked at 50,237 on 
October 6,2011. 

In 2011, the average daily gross value of trades compared by F1CC/GSD was 
$893.7 billion for sales and purchases of U.S. government securities, $1.7 trillion 
for repos, and $796 billion for GCF repo transactions. The average daily net value 
settlement in all three categories was $921 billion for FICC/GSD, and the average 
daily funds only settlement (FOS) was $1.0 billion. The daily gross value of sales 
and purchases of U.S. government securities in 2011 peaked at $1.6 trillion on 
August 9, 2011. For repos and GCF repo transactions, the daily gross value of 
trades peaked at $1.9 trillion and $1.2 trillion, respectively. These peaks occurred 
on August 3, 2011, and September 8, 2011, respectively. The peak total of netted 
transactions in 2011 for FICC/GSD was $999.4 billion on July 29, 2011, and FOS 
peaked at $2.6 billion on August 10, 2011. FICC/MBSD compared, on average, 
$284.7 billion worth of transactions each day in 2011. FICC/MBSD’s comparisons 
of trade par value peaked at $988.2 billion on October 6, 2011. 

FICC/GSD's peak increase in daily total clearing fund deposits in 201 1 equaled 
$0.5 billion on August 10. 2011. The average daily total of funds only settlement 
debit was $0.3 billion, and funds only settlement debits peaked at $1.8 billion on 
August 10, 2011. F1CC/M BSD’s average daily gross mark-to-market change for 
2011, including changes in average daily initial margin, was $3.4 billion, and its 
daily variation margin (mark to market) peaked at $10.4 billion on January 6, 2011. 

B) Aggregate exposure of FICC to its counterparties 

In 2011, FICC/GSD maintained a clearing fund that averaged $11.1 billion, while 
FICC/MBSD maintained a participants fund that averaged $7.7 billion. The sizes 
of these funds peaked at $25.0 billion for FICC/GSD on March 22, 2011 and $15.2 
billion for FICC/MBSD on March 22, 2011. The average daily VaR estimates at a 
99 percent confidence level for FICC/GSD in 201 1 was $6.2 billiou. The average 
VaR for FICC/MBSD in 2011 was $5.0 billion. All of the collateral in the two 
funds was held in cash and in U.S. government and agency securities. 

FICC/GSD has liquidity needs for day-to-day securities settlement, daily funds 
settlement obligations, and in the event of member default. FICC/MBSD, by 
contrast, in 2011, had liquidity needs only for daily funds settlement obligations, 
as it did not begin acting as central counterparty until April 2012. FICC/GSD’s 
liquidity resources include the following: (1) the cash portion of the clearing 
fund; (2) the cash that would be obtained by entering into repo transactions 
using the eligible securities portion of the clearing fund (Treasury securities, 
agency securities guaranteed by the U.S. government, and certain U.S. agency/ 
GSE pass-through securities); and (3) the cash that would be obtained by entering 
into repos using the securities underlying transactions that would have been 
delivered to the defaulting member had it not defaulted. In addition, FICC/GSD 
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could receive funds from iu cross-margining and cross-guaranty arrangements 
if its resources prosed insufficient to cover losses stemming from a member’s 
default. FICC/GSD does not maintain any committed lines of credit. 

In 2011. FICC/GSD’s peak liquidity exposure to a single counterparty totaled $111 
billion. In 2011. FICC/MBSD’s peak liquidity exposure to a single counterparty 
totaled $25 billion. This exposure was required to be covered by the settlement 
obligations of other F1CC/MBSD participants or through use of the FICC/MBSD 
participants fund. For the year ended December 31. 2011, FICC/GSD had an 
average of $10.6 billion in liquidity resources, which was comprised of $3.7 billion 
in cash and $6.9 billion in US. Treasury- and agency securities. FICC/MBSD had 
an average of $7.1 billion in liquidity resources in 2011, of which $3.5 billion was 
in cash and $3.6 billion was in U.S. Treasury and agency securities. 

C) Relationships, interdependencies, or other interactions of FICC with other FMUs or 
payment, clearing, or settlement activities 

FICC/GSD has formed relationships with other market participants to mitigate 
the risks attending the potential default of a mutual participant FICC/GSD has 
established a cross-margining arrangement with CME, and FICC has established 
a multilateral cross-guaranty agreement with both the OCC and FICC’s affiliates, 
NSCC and DTC, to cover certain obligations of a common defaulting member 
to the extent of available resources of the member. FICC/GSD has also formed 
a relationship with NYPC, a U.S. futures clearing corporation, to allow joint 
clearing members to cross-margin certain positions cleared at FICC/GSD with 
certain positions cleared at NYPC in a ‘one pot" margin portfolio. 

FICC/GSD has only two clearing banks, JPMorgan Chase and Bank of New York 
Mellon. These two entities are critically important to FICC for GCF repos and 
security settlement processing. FICC/GSD also relies on FRBNY, both to issue 
U.S. Treasury securities and to collect and pay margin deposits. Payments to and 
from FICC/MBSD are made via DTC s sub-account at FRBNY. 

In addition. FICC’s parent company, DTCC, provides significant services to 
FICC pursuant to a service agreement, including internal audit, corporate 
communications, corporate and regulatory compliance, executive services, 
finance, administration services, and legal services. 

D) Effect that the failure of or disruption to FICC would have on critical markets, 
financial institutions, or the broader financial system 

A failure of or a disruption to the functioning of FICC/GSD would be broad and 
severe. First, it could cause a complete or partial disruption of the substantial 
number and value of transactions typically pending to be cleared and settled 
through FICC/GSD in a two-day settlement cycle. Additionally, FICC/GSD 
members could face financial losses equal to the average net value of transactions 
guaranteed by FICC/GSD over the two-day settlement cycle, due to the full or 
partial absence of the FICC/GSD trade guarantee. These potential losses would 
be compounded by liquidity pressures due to at least a temporary limitation on 
a member’s ability to access collateral in the clearing and participant funds. As 
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F. ICE Clear Credit LLC 

Description of ICE Clear Credit LLC 

ICE Clear Credit is a Delaware limited liability company and an indirect 
subsidiary of Intercontinental Exchange, Inc., a Delaware corporation. ICE Clear 
Credit provides central counterparty clearing services to direct participants that 
arc financial institutions, as well as to indirect market participants (customers). 
Therefore, ICE Clear Credit is an FMU as set out in Title VIII of the Act* 

ICE Clear Credit clears a majority of the CDS products in the United States that 
are eligible for clearing by a central counterparty. ICE Clear Credit currently 
clears 46 North American CDS contracts (Index Contracts). 132 single-name 
components of North American CDS contracts (Single-Name Contracts), and 
four foreign sovereign CDS contracts (Sovereign Contracts). 84 Specifically, ICE 
Clear Credit dears all of the active North American CDS indices for the 5-year 
and 10-year tenors, and— save for certain financials— the most liquid U.S. single 
names in the CDS market. Of die products that are accepted for clearing by ICE 
Clear Credit, as of December 31, 201 1, ICE Clear Credit cleared approximately 66 
percent of all bilateral trades where both the buyer and the seller are ICE Clear 
Credit clearing participants. In addition, ICE Clear Credit is currently the only 
clearinghouse worldwide that dears foreign sovereign CDS. Since 2009, ICE Clear 
Credit has cleared over 300,000 CDS transactions whose notional value is in the 
trillions of U.S. dollars* 

ICE Clear Credit has a total of 27 clearing members. 14 of which arc financial 
or banking groups and 9 of which are non*U.$. domiciled. ICE Clear Credit's 
clearing members include some of the largest financial institutions designated as 
C-SIFIs by the Financial Stability Board. 

Irrespective of whether a CDS is being used to hedge risk or take on exposure to 
certain credit markets, as a bilateral contract between two market participants, 
a CDS creates credit and liquidity risk exposure between the counterparties to 
the CDS contract. For centrally cleared CDS contracts, ICE Clear Credit reduces 
these risks by serving as a central counterparty, interposing itself between the 
two original bilateral counterparties. Additionally, ICE Clear Credit improves 
market transparency and functioning by establishing robust daily settlement 
prices for the CDS trades that it dears, which periodically its members are 
required to stand behind, as well as monitoring and reporting open positions 
among clearing members. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed by ICE Clear Credit 

Number of transactions processed, cleared or settled. In 2011, ICE Clear Credit 
cleared an average daily gross volume of 821 Index Contracts, 1,145 Single-Name 
Contracts, and 397 Sovereign Contracts. ICE Clear Credit cleared a peak daily 
gross volume of 7,222 Index Contracts, 14,708 Single-Name Contracts, and 5,680 
Sovereign Contracts. 
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Value of transactions processed, cleared or settled. In 2011, ICE Clear Credit 
cleared contracts with an average daily gross notional value in the billions of 
dollars in each of Index Contracts, Single-Name Contracts, and Sovereign 
Contracts. The peak daily gross notional values of the contracts ICE Clear Credit 
cleared were in the hundred billion dollar range for each of Index Contracts, 
Single-Name Contracts, and Sovereign Contracts. 

Value of other financial flows. For all listed derivatives, the average daily flow of 
funds (average daily mark-to-maiket valuation plus change in average daily initial 
margin) was in the millions of dollars for initial margin and in the hundred million 
dollar range for adjusted mark-to-market, and for all intraday fees (adjusted mark- 
to-market, upfront fee. coupon plus credit event). The peak daily flow of funds was 
over a billion dollars for initial margin and in the hundreds of millions of dollars 
for adjusted mark-to-market and for all intraday fees (adjusted mark-to-market, 
upfront fee, coupon plus credit event). The peak daily open interest was in the 
hundreds of billions for each of Index Contracts and Single-Name Contracts, and 
in the tens ofbillions of dollars range for Sovereign Contracts. 

B) Aggregate exposure of ICE Clear Credit to its counterparties 

Credit exposures. During 2011. the average size of ICE Clear Credit's guaranty 
fund was in the billions of U.S. dollars, with a peak size of billions of U.S. dollars. 

It is anticipated that following the implementation of a clearing requirement for 
swaps, clearing volume and open interest will significantly increase, and margin 
on deposit and exposure will increase proportionally. 

Liquidity resources. The average amount of liquidity resources (including only 
cash and U.S. Treasury and agency notes) at ICE Clear Credit was billions of U.S. 
dollars, with a peak amount in the billions of U.S. dollars. As of December SI, 
2011, the total value of lines of credit from banks or others was millions of dollars. 

Liquidity exposures. The average aggregate daily dollar value of payouts by ICE 
Clear Credit to clearing members was in the millions of U.S. dollars, with a peak 
in the millions of U.S. dollars. The peak liquidity need with a single counterparty 
was in the millions of U.S. dollars. 

C) Relationships, interdependencies, or other interactions of ICE Clear Credit with 
other FMUs or payment, clearing, or settlement activities 

Participants. ICE Clear Credit has a total of 27 clearing members, r 14 of which 
are financial or banking groups and 9 of which arc non-U.S. domiciled. ICE Clear 
Credit’s clearing members include some of the largest banking and brokerage 
firms in the world. 

Other FMUs. ICE Clear Credit docs not have any relationships with other FMUs, 
other than its affiliate relationships. 


Trading platforms. ICE Clear Credit clears OTC swaps (all cleared CDS 
transactions are executed bilaterally) and therefore does not have a relationship 
with any trading platforms. However, it is expected that ICE Clear Credit will 
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begin clearing transactions executed on DCMs or swap execution facilities with 
the commencement of CDS trading through such venues. 

Other external service providers. ICE Clear Credit uses The Clearing 
Corporation for license fee and management services and ICE for technology and 
management services. 

Average daily value of flows and other transactions with key financial institutions. 
ICE Clear Credit docs not have any flows with unaffiliatcd key financial institutions 
other than its clearing members, settlement banks, and repo counterparties. 

Average daily value of trades and other transactions on key trading platforms. 
ICE Clear Credit clears OTC swaps and therefore does not have a relationship 
with any trading platforms. 

Average daily value of services provided and other transactions with other 
external service providers not captured. ICE Clear Europe uses ICE Clear Credit 
for technology and management services. 

D) Effect that the failure of or disruption to ICE Clear Credit would have on critical 
markets, financial institutions, or the broader financial system 
Role of ICE Clear Credit in the market served. In 2011, of the North American 
Index and Single-Name CDS market CDS products that ICE Clear Credit accepts 
for clearing, ICE Clear Credit cleared approximately 66 percent of all bilateral 
trades where both the buyer and the seller are ICE Clear Credit Clearing 
participants. It is also the only clearinghouse worldwide that clears foreign 
sovereign CDS. 

Availability of substitutes. Currently, no other DCOs clear the breadth of 
products cleared by ICE Clear Credit. Accordingly, it is impracticable to expect 
that one could continue clearing ICE Clear Credit’s CDS products immediately or 
in the short term following a disruption of ICE Clear Credit's operations. 

Concentration by product type. ICE Clear Credit is currently the only 
clearinghouse worldwide that clears foreign sovereign CDS. In addition, ICE 
Clear Credit clears all of the active North American CDS indexes for the 5-year 
and 10-year tenon, and— save for certain financials— the most liquid U.S. single 
names in the CDS market. 

Financial Data/Metrics. On December 30, 2011. ICE Clear Credit had in the 
billions of U.S. dollars in cash and cash equivalents and in the billions of U.S. 
dollars in government securities. 

ICE Clear Credit reduces systemic risk in the CDS market in a number of ways. 
First, ICE Clear Credit lowers counterparty risk exposures among market 
participants through the novation of CDS contracts. Second. ICE Clear Credit 
lowers the likelihood of a default leading to a financial contagion of defaults 
across major CDS counterparties by maintaining substantial financial resources 
to manage the default of its two largest clearing members. Third. ICE Clear 
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Credit reduces credit, liquidity, and operational risk by facilitating the timely 
settlement of trade-related payment obligations. ICE Clear Credit is one of the 
largest dearers of CDS transactions worldwide. 

The primary trigger of a default by ICE Clear Credit would be a default by one 
or more clearing members with extraordinary losses in excess of ICE Clear 
Credit’s default resources. While such a default could conceivably result from 
circumstances local to those members, a default scenario would more likely be 
associated with a disruption to the markets more generally, including scenarios 
such as extreme volatility, extreme changes to normal price correlations, and 
acute reductions in liquidity. ICE Clear Credit may be more exposed to such 
circumstances than other central counterparties, because it has significant 
exposure to credit default swaps, which hasejump-to-default risk. 

An alternative trigger of a default by ICE Clear Credit would be a failure 
of its settlement bank or one of ICE Clear Credit's overnight reverse repo 
counterparties, because a substantial portion of ICE Clear Credit's financial 
resources arc on deposit with such entities. Thus, if those financial resources were 
to suddenly become unavailable, ICE Clear Credit’s operations would be adversely 
affected to a considerable extent. In addition, an ICE Clear Credit default could 
result from a failure to maintain a generally sound financial condition, such as 
a failure to maintain sufficient capital or other financial resources against its 
general business risk or against the risk of one or more clearing member defaults. 

An ICE Clear Credit failure, or a disruption in the functioning of its clearing 
services, would effectively mean the immediate loss of the dominant clearing 
platform for the credit default products it clears. This disruption would likely 
expose ICE Clear Credit’s clearing members and other market participants 
to credit and liquidity risks. The significant margin deposits held by ICE 
Clear Credit could lead to a period wherein affected entities may be unable to 
access, or in a worst case scenario would lose, the collateral they posted with 
the clearinghouse. Furthermore, if ICE Clear Credit docs not have sufficient 
financial resources to satisfy its obligations to surviving market participants, 
the ability of those participants to meet other financial obligations could be 
adversely impacted. An ICE Clear Credit failure or disruption of its sen ices could 
directly pose credit and liquidity risk to other financial market infrastructures, 
which include depositories, other clearinghouses, custodians, DCMs, trade 
repositories, and swap execution facilities. Since many of ICE Clear Credit's 
clearing members are C-SIFIs, a disruption or failure could indirectly pose credit 
and liquidity issues to every major market in the United Stales, every significant 
market participant in the United States, and all significant financial market 
infrastructures in the United States. 

In the event of an ICE Clear Credit failure, it is unlikely in the short term that 
a substitute could take over ICE Clear Credit's clearing operations. Moreover, 
market participants would have to post substantially more collateral to enter 
into transactions in a bilateral space and obtain the same level of protection 
or exposure than they would through ICE Clear Credit. For example, in 
the bilateral market, if A wishes to neutralize, e.g.. a long exposure to B, A 


Appendix A 


175 



235 


would typically enter into a transaction with a short exposure to another 
counterparty, e.g., C. This would offset A's market risk, but would leave A with 
credit risk to each of B and C that A would need to collateralize. Furthermore, 
the margin required to collateralize the exposure of a portfolio is generally 
smaller than collateralizing its individual components because the prices of 
the portfolio's components are often correlated. Central counterparty netting 
is more powerful, as each member's obligations to every other member can 
be treated as one portfolio that is netted and offset.” There could also be an 
increase in the number and exposure of uncollateralizcd transactions (creating 
greater exposures from further failures) and a decrease in the total number of 
transactions. This would likely have a deleterious impact on the financial activity 
that relates to those transactions. 

In addition, any disruption in the clearing of these products would likely impede 
the price discovery benefit of central counterparty clearing, which would result in 
a decrease or loss of liquidity for these products and lead to market opacity. Large 
aggregate exposures to counterparties under CDS contracts could be hidden 
in opaque markets until the bankruptcy of a major CDS market participant is 
imminent. The circumstances of such an event, which figured prominently in 
the recent U.S, financial crisis, could have additional consequences on the ability 
of U.S. financial institutions to obtain credit. Bank lending could freeze until 
such time as market participants' CDS exposure can be adequately priced and 
it becomes clear market participants are able to honor contract obligations in a 
stressed financial environment 

Furthermore, not only would price discovery and liquidity be impacted by such an 
event, but there also would likely be a negative impact on any economic activity 
that presupposes the protection of hedging activity. Assume, for example, that a 
large U.S. based financial institution (Fll) hedged its exposure to the corporation 
A corporate bonds it purchased by buying CDS protection from another financial 
institution, and the trade was then cleared at ICE Clear Credit. If any of ICE 
Clear Credit's members default and ICE Clear Credit does not have, and cannot 
obtain, sufficient financial resources to maintain operations, this CDS protection 
would no longer be active. If corporation A were then to suddenly default, Fll 
could have a large loss on the corporation A bonds; a loss that, but for ICE Clear 
Credit’s failure, should have been hedged by the CDS. As positions move to the 
bilateral market and are de-neued, settled, and replaced, operational risks and 
costs would likely increase, thereby decreasing the number of reliable and readily 
available hedging opportunities. As a result, financial institutions and other 
market participants may reduce their investment activities, which could further 
stress the U.S. financial markets. 

In addition, an ICE Clear Credit failure or disruption would pose a substantial 
adverse impact to the CDS market for the products cleared by ICE Clear Credit. 
Market participants would likely experience substantial uncertainty around, 
and possibly outright loss of their CDS positions at ICE Clear Credit. Market 
participants would no longer be able use CDS to manage credit risk without 
increasing bilateral counterparty credit risk. This, in turn, is likely to cause 
a loss of confidence in the CDS market in general. For holders of the debt of 
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reference entities to CDS, those participants may be forced to sell large amounts 
of securities at potentially fire-sale prices if their CDS protection ceases to exist. 
Market participants that transact with any reference entity and use CDS to hedge 
credit risk may be forced to reduce or cease financial and other transactions with 
those entities. Banks or other users of index CDS as broad-based, macroeconomic 
hedges to credit risk may need to quickly sell securities or reduce lending activity 
in order to comply with capital requirements in the absence of CDS hedging 
benefits. Market participants that use sovereign CDS to hedge direct exposures 
to those countries, indirect exposures to entities domiciled in those countries or 
overall country risk may be forced to quickly sell securities and reduce or cease 
financial and other transactions with those entities. All of these effects represent 
the substantial risk of contagion from a disruption in the CDS market. 

Finally, the contagion effect of an ICE Clear Credit default, if it were to lack 
sufficient resources to make timely payments for mark-to-market obligations, 
could severely disrupt operations at other clearinghouses because of a crisis 
of confidence that interrupts the orderly functioning of the market and/or 
because of the impact that the loss of funds would have on an entity's ability 
(or willingness) to pay (1) losses owed to other DCOs, (2) increased collateral 
requirements for offsetting out-of-the money positions, (3) deposits in pension 
fund cash accounts, or (4) bank financing charges. Essentially, the failure of ICE 
Gear Credit would create enormous uncertainty about the status of initiated 
transactions, as well as the financial positions of its clearing members and their 
customers, and could jeopardize the orderly functioning of clearing members, 
other DCOs, and the U.S. financial markets as a whole. 

Based on its review of the information set forth here, the Council recognizes 
that ICE Clear Credit currently dears a specific range of the total credit 
derivatives market.” ICE Clear Credit also has a membership of 27 clearing 
members, including 14 financial or banking groups. Accordingly, when viewed 
narrowly the effects of a failure or disruption of ICE Clear Credit could be 
considered to affect a finite number of the world’s largest financial institutions, 
each of which has, theoretically, immediate access to the bilateral markets for 
CDS products and various other sources of credit and liquidity in the event of 
such a failure or disruption. 

However, the immediate loss of a clearing platform for most of the products 
cleared by ICE Clear Credit would effectively lead to at least a temporary 
disruption of the CDS market for these products as the market infrastructure 
through which positions are established, maintained, and closed out would be 
gone. This, together with the increased risks and costs in the bilateral markets, 
would create great uncertainty about the capacity of already strained markets to 
accommodate any anticipated corresponding liquidity needs, which would likely 
lead to increased credit and liquidity problems for market participants. As these 
risks and costs increase, institutions may reduce their investment activities due to 
a lack of reliable and readily available hedging opportunities, which could further 
stress the U.S. financial markets. 
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Moreover, under rules recently promulgated by the CFTC” and equivalent rules 
being considered by the SEC pursuant to the Act, ICE Clear Credit will likely be 
required to expand its membership base to include smaller financial institutions 
and permit the direct involvement of buy-side firms for the first time. These 
new regulatory standards will also result in numerous financial institutions 
being required to clear trades with other financial institutions when clearing is 
offered by one or more FMUs and thereby increase their practical reliance on 
ICE Clear Credit in a manner consistent with the policy direction established by 
the Act. Thus, and especially upon these new standards taking effect, a failure 
or disruption of ICE Clear Credit would necessarily involve a broader segment 
of the financial community and have a wider impact on the financial system of 
the United States than would have been true in the recent past. These more 
widespread effects reinforce the Council's conclusion that a failure or disruption 
to the functioning of ICE Clear Credit could create or increase the risk of 
liquidity and credit problems spreading among financial institutions or markets 
and thereby threaten the stability of the financial system of the United States. 

Conclusion 

The data reviewed by the Council indicate that ICE Clear Credit processes high- 
dollar-valuc transactions on a daily basis for critical U.S. financial markets’' and 
holds large amounts of collateral on deposit. Coupled with the unique nature 
of CDS and the attendant jump to-default risk that has to be managed, as well 
as the size and nature of ICE Clear Credit’s clearing members, a significant 
disruption to or failure of ICE Clear Credit could create instability in the U.S. 
CDS and securities markets. Moreover, there are currently no substitute DCOs for 
many of ICE Clear Credit’s products. The loss of central counterparty clearing 
in the products ICE Clear Credit dean would increase collateral demands 
exponentially, resulting in a corresponding drain of liquidity. 

An ICE Clear Credit failure could also have an adverse impact on price discovery, 
which could, in turn, lead to inefficient markets and a correlated increase in 
liquidity problems. Finally, the contagion effect of an ICE Clear Credit failure 
could impose material financial losses on ICE Clear Credit’s clearing members 
and other market participants (such as customers) that could lead to increased 
liquidity demands and credit problems across financial institutions. Where these 
financial institutions are active in multiple U.S. markets, this contagion effect 
would have a broader impact and, as the markets experience growing stress, 
would likely lead to increased demand for credit, which would, in turn, likely 
lead to less liquidity. Thus, the Council believes that a significant disruption or 
failure of ICE Clear Credit could have a major adverse impact on the stability of 
the U.S. financial markets, the impact of which would be exacerbated by the lack 
of clearing alternatives currently available for many of the products cleared by 
ICE Clear Credit. Accordingly, a failure or disruption of ICE Clear Credit would 
likely have a significant detrimental effect on the liquidity of the swaps markets 
and impose significant financial losses on clearing members, which include large 
financial institutions and other market participants, which would, in turn, likely 
threaten the stability of the broader U.S. financial system. 
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For Lhe reasons set out here, the Council has determined that ICE Clear Credit 
should be designated as a systemically important FMU pursuant to Title VIII of 
the Act. 

G. National Securities Clearing Corporation 

Description of National Securitas Clearing Corporation 

NSCC is a FMU as set out in Title VIII of the Act because it manages or operates a 
multilateral system for the purpose of clearing and settling securities transactions 
among financial institutions and between financial institutions and NSCC.” 

NSCC plays a prominent role in providing clearance, settlement, and CCP 
services for nearly all broker-to-broker equity and corporate and municipal 
debt trades executed on major U.S. exchanges and other equity trading venues. 
NSCC is a wholly owned subsidiary of DTCC and is generally administered as an 
industry-owned utility on an at-cost basis. 

NSCC provides clearing, settlement, risk management, central counterparty 
services and a guarantee of completion for virtually all broker-to-broker trades 
involving equity securities, corporate and municipal debt securities, American 
depository receipts (ADRs), ETFs, and unit investment trusts (UITs). Clearance 
and settlement generally occurs through NSCC s Continuous Net Settlement 
(CNS) system, under which all eligible compared and recorded transactions for 
a particular settlement date are netted by issue into one net long (buy) or net 
short (sell) position. NSCC guarantees the settlement of matched trades and, as 
a CCP, is the legal counterparty to all of its members’ net settlement obligations. 
NSCC's CCP services reduce its members' costs and risks associated with securities 
transfers. In 201 1, NSCC, on a gross basis, cleared 20.9 billion equity, corporate and 
municipal bond, ADR, ETF, and UIT trades worth $220.7 trillion on a gross basis. 

NSCC has 187 full service members and 647 limited service members. NSCC 
members consist of registered broker-dealers, or banks or trust companies 
(including a trust company having limited powers) that are members of the 
Federal Resene System or are supervised and examined by state or federal 
authorities having supervision over banks or registered clearing agencies. NSCC 
direct members include some of the largest banks in the world by asset sire and 
include affiliates of 24 of the 29 financial institutions considered to be globally 
systemically important. 55 Trades that NSCC clears and settles for its members are 
executed on more than 50 trading venues for which it provides sen-ices (including 
all U.S. securities exchanges and alternative trading systems) and with other 
domestic and foreign clearing agencies. 

A distinguishing characteristic of NSCC is the wide range of risks it feces and 
its ability to manage those risks. As a CCP, NSCC faces credit risk, liquidity risk, 
custody and investment risks, and operational risk, NSCC uses a combination 
of risk management tools to mitigate some of these risks to ensure it can meet 
its obligations. These tools include (1) membership standards with regard to 
financial resources and operational capacity, (2) collection of collateral deposits 
to meet clearing fund requirements and mark-to-market payments in the form 
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earnings, and the value of assets held as collateral, including certain securities of 
the defaulting member delivered in anticipation of settlement. NSCC's liquidity 
facility is a $ 6.2 billion committed line of credit through a syndicated loan facility. 
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The amount of funds available to NSCC under the committed credit facility 
is limited not only by the overall size of the facility, but also by the amount of 
assets available to NSCC to pledge as collateral to lenders supporting the facility. 
NSCC is also required to contribute up to 25 percent of its retained earnings 
in the event the clearing fund and other collateral is not sufficient to cover a 
loss. NSCC’s retained earnings were $151 million as of December 31, 2011. For 
2011, the average daily amount of NSCC’s liquidity resources held in cash and 
U.S. Treasury and agency securities was $4.7 billion. The peak amount of such 
liquidity resources was $7.9 billion. 

0 Relationships, interdependencies, or other interactions of NSCC with other FMUs 
or payment, clearing, or settlement activities 

NSCC's CN'S system relies on an interface with its affiliate DTC for the book- 
entry movement of beneficial ownership of securities through securities accounts 
established at DTC to settle obligations. CNS short positions (i.e., obligations 
to deliver) are compared against members’ DTC accounts to determine issue 
availability. If securities are available, they are transferred from the NSCC 
member's account at DTC to NSCC’s account at DTC. The allocation of CNS long 
positions {i.e., obligations to receive) to receiving NSCC members is processed 
in an order determined by an algorithm built into the system. Securities are 
automatically allocated to NSCC members' long positions as the securities are 
received by NSCC. 

Throughout the day, the debits and credits in a DTC participant's settlement 
account are netted to calculate, at any lime, the net debit balance or net credit 
balance for the account. At end-of-dav settlement, DTC and NSCC net the 
settlement balances of each DTC participant that is also a member of NSCC. After 
end-of-day netting with NSCC (also known as cross-endorsement), DTC reports 
final figures for each DTC participant. Because each DTC participant must settle 
through a ‘Settling Bank,’ there is a "roll-up" for each Settling Bank which is a 
net-net balance payable from or to such Settling Bank. Payments are made to and 
from DTC’s account at FRBNY through the Federal Reserve National Settlement 
Service System. Payments are made to and from NSCC on the National 
Settlement System through the FRBNY sub-account of DTC. DTC and NSCC are 
also parties to a netting contract and limited cross-guaranty agreement. 

CDS Clearing and Depository Services Inc. (CDS, Inc.), the Canadian central 
securities depository and central counterparty, is a full service member of NSCC, 
as well as a participant of DTC. This relationship enables CDS, Inc. participants 
to clear and settle OTC trades with U.S. broker-dealers through sponsored 
accounts maintained by CDS, Inc. with DTC and NSCC and entitles them to 
the privileges of direct membership in both organizations. However, CDS, Inc. 
participants are not members of DTC and NSCC and therefore must look only to 
CDS, Inc. for satisfaction of clearance and settlement obligations. Thus, if a CDS, 
Inc. participant defaults on its obligation to DTC or NSCC, CDS, Inc. is required 
to meet that obligation. CDS, Inc. mitigates its exposure to potential losses by 
requiring participants to commit collateral to CDS, Inc. in amounts equivalent to 
those required as collateral by NSCC and DTC. 
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Conclusion 

NSCC plays an important role in financial markets due to the high gross 
notional value of the trades NSCC clears and the efficiencies it provides through 
multilateral netting of trades and payments among its members. In particular, 
because NSCC clears and settles virtually all broker-to-broker equity and 
corporate and municipal debt securities transactions in the United States and 
supports more than 50 trading venues for which it provides services (including all 
U.S. securities exchanges and alternative trading systems), a failure or disruption 
to the functioning of NSCC could: 

• Directly and negatively affect an enormous dollar value and volume of 
financial transacuons in equity and debt markets: 

• Impose material direct losses on NSCC counterparties and create 
new demands for liquidity and new credit problems among financial 
institutions and others that rely on such markets for credit or liquidity: 

• Cause liquidity or credit problems resulting from its failure or disruption 
to spread quickly and broadly among financial institutions and other 
markets; and 

• Have cumulative negative effects on U.S. domestic equity and debt 
markets, financial institutions, and the broader financial svstem that 
are substantial in their own right and so severe as to create a risk that 
liquidity and credit problems experienced could spread among financial 
institutions and other markets and, therefore, threaten the stability of the 
financial system. 

Accordingly, it is the assessment of the Council that a failure of or a disruption to 
NSCC could increase the risk of significant liquidity problems spreading among 
financial institutions or markets and thereby threaten the stability of the financial 
system of the United States. For the reasons set out here, the Council determined 
that NSCC should be designated as a systemically important FMU pursuant to 
Title VIII of the Act. 

H. The Options Clearing Corporation 

Description of The Options Clearing Corporation 

The Options Clearing Corporation (OCC) is an FMU as defined in Title VI II 
of the Act because it manages or operates a multilateral system for the purpose 
of clearing and settling securities transactions among financial institutions and 
between financial institutions and OCC. M 

OCC is the predominant clearing organization for U.S. options markets. OCC 
provides its clearing members with clearing and settlement services that eliminate 
the need for individual counterparties to bilaterally exchange option premiums 
and collect and maintain margin on a daily basis. These services increase 
the speed and efficiency of trading and settlement while reducing members’ 
operational expenses. Additionally, OCC acts as a central counterparty- for certain 
options and other derivatives therefore reducing credit risk for its members. 
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OCC’s clearing members serve institutional investors, professional traders, and 
retail customers. OCC currently has approximately 120 clearing members, which 
comprise some of the largest domestic and foreign financial institutions including 
banks, broker-dealers, futures commission merchants, investment advisers, and 
investment funds. OCC's members include some of the largest banks in the world 
by asset size and include affiliates of 17 of the 29 financial institutions considered 
to be globally systemically important.” 

The primary services that OCC provides relate to the clearing and settlement 
of options and futures. The types of options cleared include those on equities, 
indices, currency, and commodities though equity options accounted for 
approximately 93 percent of total clearing volume. OCC is the sole issuer and 
settling agent for all stock options, equity index options, and single-stock futures 
listed on U.S. exchanges. 

When OCC accepts a trade for clearing, it becomes a central counterparty for the 
transaction and therefore is subject to credit risk resulting from the transactions 
it clears. OCC mitigates the risk from these transactions by collecting margin 
collateral from its members and by maintaining a clearing fund. However, it is 
still exposed to market risk should it be necessary to liquidate collateral as well as 
model risk that exists relating to the methodology used to calculate margin calls. 

Analysis of Systemic Importance 

(A) Aggregate monetary value of transactions processed through OCC 
OCC also cleared stock lending transactions covering a total of 7.3 billion shares 
in 2011. The dollar value and volume of options transactions handled by OCC 
includes substantially all of the equity options traded on U.S. options exchanges. 

In 2011, OCC cleared an average daily gross volume of 18.1 million option 
contracts, 152,000 futures contracts and 29 million stock loan shares. The peak 
daily gross volume for OCC in 2011 was approximately 41.5 million option 
contracts, 383,000 futures contracts and 89.3 million stock loan shares. OCC’s 
average month-end open interest for 2011 was 305 million option contracts and 
960,000 futures contracts. Daily open interest peaked at approximately 386 
million option contracts on August 19, 2011 and 1.2 million futures contracts on 
December 16, 2011. 

In 2011, the average daily gross value of premium exchanged by OCC was $5.95 
billion for option contracts and $1.2 billion for stock loan transactions. The peak 
daily gross value of premium exchanged during 2011 was $20.3 billion for options 
contracts and $3.1 billion for stock loan transactions, respectively. The average 
notional value of open interest for contracts cleared by OCC in 2011 was $3.3 
trillion based on month-end data. 

OCC processed an average of $1.2 billion in daily changes in initial and variation 
margin payments in 2011, and the peak daily initial and variation margin 
payments processed by OCC was $22.1 billion on August 8, 2011. 
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(B) Aggregate exposure of OCC to its counterparties 
As of December 31, 2011, OCC held $76.3 billion in margin deposits on behalf 
of its clearing members, $57.3 billion of which consisted of cash and other 
underlying securities accepted as margin by OCC and approximately $19 billion 
of which consisted of equity and index option escrow deposits accepted in lieu 
of margin. As of December 31, 2011, OCC also maintained a clearing fund for 
options and futures clearing activity totaling $2.9 billion. All of the collateral in 
the clearing fund was held in the form of cash and U.S. Treasury securities. 

In 2011. the average aggregate daily value of collateral (after haircut) posted to 
OCC was $89.8 billion. OCC’s VaR estimate at a 99 percent confidence level was 
on average $15 billion in 2011, and the average collateral required to be deposited 
with OCC to cover that exposure was $33.6 billion. The daily average size of the 
OCC clearing fund in 2011 was $2.8 billion, and the remaining $53.4 billion in 
collateral deposits consisted of mark-to-market charges to cover changes in the 
value of option positions and stock and index option contracts held in escrow 
in lieu of margin. The average collateral coverage ratio for OCC during 201 1 
was 135 percent based on the ratio of valued collateral (not including option 
collateral held in escrow) over estimated margin requirements, using month- 
end data over a 12-month period. The aggregate dollar value of collateral (after 
haircut) posted to OCC peaked at $123.7 billion on August 9, 201 1. In 2011, the 
peak VaR was $35.7 billion, the peak collateral requirement was $63.5 billion, and 
the peak clearing fund requirement was $3.4 billion. 

OCC's liquidity resources include the defaulting member’s collateral, the assets 
in the clearing fund, and a $2 billion secured line of credit. 54 The amount of 
funds available to OCC under the committed secured credit facility is constrained 
not only by the overall size of the facility, but also by the amount of assets that 
OCC can pledge as collateral to lenders supporting the facility, which is limited 
to the securities in OCC's clearing fund. OCC’s bylaws give it the authority to 
use a defaulting clearing member’s margin and clearing fund deposits to obtain 
temporary liquidity for purposes of meeting obligations arising out of (1) the 
default or suspension of a clearing member or any action taken by OCC in 
connection therewith or (2) the failure of any bank or any clearing organization 
to perform any obligation owed to OCC. In addition, OCC may use such assets 
to borrow or otherwise obtain funds through any means determined to be 
reasonable by its Chairman, Management Vice Chairman, or President of the 
Corporation in his or her discretion (including, without limitation, pledging such 
assets as security for loans and/or using such assets to effect repurchase, securities 
lending, or other transactions). OCC rules provide, among other things, that 
upon the suspension of a clearing member, OCC shall promptly liquidate, in the 
most orderly manner practicable, all of the clearing member's margin. 

For 2011, the average amount of OCC’s liquidity resources held in cash and 
U.S. Treasury and agency notes was $12 billion, and the peak amount of liquid 
resources was $25.8 billion. The peak liquidity exposure OCC experienced 
with a single counterparty occurred on September 19, 2011, when the exposure 
totaled $3 billion. OCC did not provide information regarding the average peak 
exposure to individual members during the course of 2011. 
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(C) Relationships, interdependencies, or other interactions of OCC with other FMUs 
or payment, clearing, or settlement activities 

OCC's operations and the current market structure for listed options trading 
and clearing involve significant interdependence between OCC, other FMUs, 
settlement banks, clearing members, credit facility lenders, custodians, 
exchanges, cross-margining entities, and pricing vendors. 

OCC maintains two active cross-margin relationships with the CME and ICE 
Clear U.S. OCC clearing members use these cross-margin relationships to realize 
the benefits of net settlement across the securities and futures markets, as well 
as billions of dollars of savings on clearinghouse margin requirements. OCC's 
average margin amount in 2011 subject to these cross-margining arrangements 
was approximately $2.3 billion. 

OCC is party to a multilateral cross-guaranty agreement with DTC, FICC, and 
NSCC, which provides for the sharing of residual close-out proceeds from 
a defaulting member between these clearing agencies in the event that one 
clearinghouse is in an excess position and another is in a shortfall position. 

In addition, OCC maintains an agreement with NSCC that governs the loss or 
profit sharing resulting from the settlement of exercised or assigned options of 
a common defaulting member. That arrangement is designed to facilitate the 
settlement of the underlying securities upon the exercise or assignment of such 
options by mitigating duplicative margin requirements. 

DTC, in its role as a securities depository, provides services to OCC clearing 
members, including the ability to pledge collateral held in DTC accounts to 
OCC for collateral purposes. The most prevalent form of collateral— valued 
securities— is pledged to OCC in this manner. DTC also provides the operational 
support for securities lending transactions to be executed in both the bilateral 
stock loan program and the AQS Market Loan platform. 

(D) Effect that the failure of or disruption to OCC would have on critical markets, 
financial mstitutions, or the broader financial system 

Should there be a failure of or disruption to the functioning of OCC, the 
immediate effects could be manifested in two primary forms. The first is direct 
financial stress placed on clearing members who would be at least temporarily 
unable to access margin collateral and clearing fund deposits. Additionally, there 
could be a complete or partial disruption of the $3.3 trillion in average notional 
value of open interest for which OCC is issuer and guarantor as well as a sudden 
decrease in options trading activity in the markets for which OCC is the sole 
clearing agent due to increased risk and decreased efficiency in OCC’s absence. 
As of December 31. 2011, OCC held $57.3 billion in margin deposits on behalf 
of its clearing members, $2.9 billion in clearing fund deposits, and $19 billion 
in equity and index option escrow deposits accepted in lieu of margin. A failure 
of or disruption to the functioning of OCC could temporarily limit participants’ 
access to these deposits in the short term and possibly result in losses of the $19 
billion of escrow deposits. 
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In addition, in the event OCC is no longer available as an issuer and guarantor, 
options cleared and settled through OCC may have to be replaced, to the extent 
practicable, including through entering into transactions in the underlying 
instruments, with an average replacement value of approximately $3.3 trillion. In 
the event such a disruption were to occur, settlement of many future transactions 
in options contracts currently cleared by OCC could be required to occur on a 
bilateral basis between the parties to the respective transactions in a daily average 
amount of $5.95 billion. The same is true of stock loan transactions with an 
average daily gross value of $1.2 billion. 

In addition, a failure or disruption to the functioning of OCC would likely result 
in significant spillover effects on the rest of the U.S. economy, reducing the 
amount of credit available generally, drawing assets away from other productive 
uses, disrupting the markets for securities and indexes underlying options cleared 
by OCC, reducing the value of household savings, and reducing the ability of 
corporations to use options to manage risks. 

Conclusion 

OCC is the sole clearing agency providing clearance and settlement services for 
U.S.-listed options. A failure or disruption of OCC could: 

• Directly and negatively afTcct significant dollar value and volume of 
financial transactions in options and futures markets; 

• Impose material direct losses on OCC counterparties and create 
new- demands for liquidity and new credit problems among financial 
institutions and others that rely on options markets for risk management 
and other purposes; 

• Cause liquidity or credit problems resulting from its failure or disruption 
to spread quickly and broadly among financial institutions and other 
markets; and 

• Have cumulative negative effects on U.S. domestic options and futures 
markets, financial institutions, and the broader financial system that 
are substantial in their own right and so severe as to create a risk that 
liquidity and credit problems experienced could spread among financial 
institutions and other markets. 

Accordingly, it is the assessment of the Council that a failure of or a disruption to 
OCC could increase the risk of significant liquidity or credit problems spreading 
among financial institutions or markets and thereby threaten the stability of the 
financial system of the United States. For the reasons set out here, the Council 
has determined that OCC should be designated as a systemically important FMl' 
pursuant to Title VIII of the Act. 
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Glossary 


Adjustable-Rate Mortgage 

Agency Mortgage-Backed 
Society 

Asset- Backed Commercial 
Paper <ABCP) 

Asset- Backed Security IABS) 


Auction Rate Security <ARS) 


Bank tor International 
Settlements IBIS) 


Bank Holding Company (BHC) 


Basel Committee on Banking 
Supervision (BCBS) 


Broad Dollar Index 


A mortgage tnal arrows for the periodic adjustment of the interest 
rate on the Oasis of changes in a specified index or rate. 

A mortgage-backed security issued or guaranteed by federal 
agencies or government-sponsored enterprises. 

Short-term debt that has a fixed maturity of up to 270 days and 
is backed by some financial asset, such as trade receivables 
consumer debt receivables, or auto and equipment loans 
or leases. 

A term debt instrument that is ccHateraked by specific financial 
assets, such as credit card receivables or auto loans, and that 
makes payments based on the performance of these assets. 

A debt security, often issued by municipasiies. In which the yield 
is reset regularly via a Dutch auction. 

An international financial organization that serves central banks 
in their pursuit of monetary and financial stability, helping foster 
international cooperation in those areas and acting as a bank 
for central banks. 

Any company that has (fcect or indirect control of one or more 
banks and is regulated and supervised by the Federal Reserve in 
accordance with the Bank Holding Company Act ol 1956. 

The Basel Committee on Banking Supervision {BCBS) develops 
and issues international standards on bank capital adequacy. 

In 1968, the BCBS introduced a capital measurement system 
commonly known as the Basel Capital Accord, or Basel I. In 
2004, the BC8S issued a revised capital adequacy framework 
titled •International Convergence of Capital Measurement and 
Capital Standards: A Revised Framework." which is commonly 
referred to as the New Accord, or Basel II. Follomng the financial 
crisis, the BCBS developed new global standards for the banking 
system that are collectively referred to as Basel II. 

A weighted average of the foreign exchange values of the U.S. 
dollar against the currencies ol a large group of major U.S. trading 
partners. The index weights, which change over time, are derived 
from U.S. export shares and from U.S. and foreign import shares. 


Glossary 


248 


Broker-Dealer (BD) 


Central Counterparty 


Clearing Bank 


Qeanngbouse (Derivatives 
Clearing Or^nization or 
Clearing Agency) 


Clearing House Interbank 
Payments System (CHIPS) 


Coflateraltzed Mortgage 
Obligation (CMO) 


Commercial Bank 


Commercial Mortgage Backed 
Security (CMBSl 


Commercial Paper (CP) 


An entity that is engaged in the business ot buying and selling 
securities for itself and others. 

An entity that is interposed between the initial participants to 
a bilateral transaction and becomes the buyer to every seller 
and the seller to every buyer of a specified set of contracts or 
financial Instruments. 

A commercial bank that facilitates payment and settlement of 
financial transactions, such as check clearing or matchmg trades 
between the seders and buyers ot securities and other financial 
Instruments and contracts. 

An entity through which financial institutions agree to 
exchange payment instructions or other financial obligations 
(e.g.. securities}- The institutions settle for items exchanged 
at a designated time based on the roles and procedures of 
the clearinghouse, in some cases, the clearinghouse may 
assume sigivficant counterparty, financial, or risk management 
responsibilities for the clearing system. 

An automated clearing system used primarily for international 
payments. This system is owned and operated by The Clearing 
House and engages Fedwire Funds Service for settlement. 

A type of mortgage-backed security. CMOs are bonds that 
represent claims to specific cash flows from large pools of home 
mortgages. The streams of principal and interest payments on 
the mortgages are distributed to the different classes of CMO 
interests, known as tranches, according to a complicated deal 
structure. Each tranche may have different principal balances, 
coupon rates, prepayment risks, and maturity dates (ranging from 
a tew months to 30 years). 

A chartered and regulated financial institution authorized to take 
deposits from the puttc, obtain deposit msurance from the FDIC, 
and engage in certain lending activities. 

A security that is collateralized by a pool of commercial 
mortgage loans and that makes payments that are based on the 
performance ot those loans. 

Short-term (maturity typicaBy up to 270 days), unsecured 
corporate debt, 
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Com.-nJttce on the Global 
Financial System 


Committee on Payment and 
Settlement Systems fCPSSI 

Owe Deposits 

Credit Default Swap (CDS) 

Credit Rating Agency 


Credit Union 

Dark Pool 

Debt Valuation Adjustment |DVA) 

Defined Benefit Plan 

Defined Contnoution Plan 


Monitors developments in global financial markets for central 
bank governors. The Committee on the Global Financial System 
has a mandate to identity and assess potential sources of stress 
in global financial markets, to further the understanding of the 
structural underpinnings of financial markets, and to promote 
improvements to the functioning and stability of these markets. 
The Committee on the Global Financial System also oversees the 
collection ol the BIS international banking and financial statistics- 

A committee of central banks hosted by the BIS that sets 
standards for payment and secirilies settlement systems. 

Deposits that are stable, lower cost, and reprice more slowly than 
other deposits when merest rates change. Core deposits are 
typicafly funds of local customers who also have a borrowing or 
other relationship with the bank. 

A Materal over-the-counter contract n which one party agrees 
to make a payment to the other party in the event of a speeded 
credit event, m exchange for one or more fixed payments. 

A private company that evaluates the credit quality of debt 
issuers, as well as their issued securities, and provides ratings 
on the issuers and those securities. Many credit rating agencies 
are nationally recognized statistical rating organizations, the 
largest of which are Rich Ratings. Moody's Investors Service, and 
Standards Poor's. 

A member-owned, not-for-profit cooperative financial institution 
formed to permit members to save, borrow, and obtain related 
financial services. Al federally chartered credit unions and most 
state-chartered credit unions provide federally insured deposits 
and are regulated by the NCUA. 

A trading network that matches the orders of multiple buyers and 
sellers for a financial instrument without displaying quotations to 
the public. 

A decrease in the mark-to-market value of a bank holdng 
company's liability that is booked as a profit. 

A retirement plan that uses a predetermined formula to calculate 
the amount of a participant's future benefit 

A retirement plan in which the amount of the employer's annual 
contribution is specified. 
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Depository Institution 


Discount Window 


Farm Creort System 


Federal Financial Institutions 
Examination Counci |FFIEC| 


Fedwite Funds Service 


Fedwire Securities Service 


FICO Score 


Financial Market Infrastructure 


A financial institution that is legally permitted to accept deposits 
from individuals. Depository institutions include savings banks, 
commercial banks, savings and loan associations, and 
credit unions. 

Hie Federal Reserve facility for extending credit directly to 
efigible institutions. 

A government-sponsored enterprise created by Congress and 
composed of a network of borrower-owned financial institutions 
that provide credit to farmers, ranchers, residents of rural 
communities, agricultural and rural utility cooperatives, and 
other eligible borrowers. The Farm Credrt System is the largest 
agricultural lender In the United States and is regulated by the 
Farm Credit Administration, 

An interagency body that prescribes uniform principles, 
standards, and report lorms for the federal exanwiation of 
financial institutions by the Federal Reserve, the FDIC, the NCUA. 
the OCC, and the CFPB. The FFIEC makes recommendations to 
promote uniformity In the supervision of financial institutions. The 
State Liaison Committee (SIC) serves as a voting member. The 
SLC includes representatives trom the Conference of State Bank 
Supervisors, the American Council of State Savings Supervisors, 
and the National Association of State Credit Union Supervisors. 

A real-time gross settlement system owned and operated by the 
Federal Reserve Banks that oilers participants the ability to send 
and receive time-critical payments for their own account or on 
behalf of their clients. 

A book-entry securities transfer system operated by the Federal 
Reserve Banks that provides participants safekeeping, transfer, 
and delivery-versus-payment settlement services. 

A measure of a borrower’s creditworthiness based on the 
borrower's credit data; developed by the Fair Isaac Corporation. 

A multilateral system among participating financial institutions. 
Including the operator ol the system, used for the purposes of 
recording, clearing, or settling payments, securities, derivatives, 
or other financial transactions. Financial market infrastructures 
east In many financial markets to support and facrttate the 
transferring, clearing, or settlement of financial transactions. 
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Financial Market Utility (FMU) 


Fiscal Consolation 


Fecal Year 


Futures Commission Merchants 
(FCW) 


General Obligation Bona 

Government-Sponsored 
Enterprise (6SE) 

Gross Domestic Product (GDP) 

The Group of Twenty Finance 
Ministers and Central Bank 
Governors (6-20) 

Household Debt Service Ratio 


Interest Rate Rsk Management 


International Association of 
Insurance Supervisors (IAJS) 


Subject to certain exclusions, the Dodd-Frank Act defines an FMU 
as "any person that manages or operates a multilateral system 
for the purpose of transfemng. clearing, or settling payments, 
securities, or other financial transactions among financial 
Institutions or between financial institutions and the person.' 

Government policy aimed at reducing government deficits and the 
pace of debt accumulation. 

Any 12-month accounting period. The fiscal year for the federal 
government begins on October 1 and ends on September 30 of 
the following year, it is named after the calendar year in which 
It ends. 

Individuals, associations, partnerships, corporations, and trusts 
that sotet or accept orders for the purchase or sale of any 
commodity for future delivery on or subject to the nies of any 
exchange and that accept payment from or extend credit to those 
whose orders are accepted. 

A type of municipal bond backed by the full faith and credit of the 
governmental imit that Issues the bond. 

A corporate entity that has a federal charier authorized by law but 
that ts a privately owned financial institution. 

The broadest measure ot aggregate economic activity, measuring 
the total value ot al final goods and services produced within a 
country's borders during a specific period. 

An international forum established in 1999 to bring together 
officials of systemically important industrialized and developing 
economies to ffscuss key issues in the global economy. 

An estimate o( the rabo of debt payments to disposable personal 
income. Debt payments consist of the estimated required 
payments on outstanding mortgage and consumer debt. 

Management ot the exposure of an Individual's or an institution’s 
financial condition to movements in interest rates. 

International organization that represents insurance regulators 
and supervisors tn 190 jurisdictions worldwide. The IA1S issues 
global insurance principles, standards and guidance papers lo 
promole etteclive insurance supervision. 
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IntcmaDooal Organization of An international organization of securities market regulatory 

Securities Commissions (IOSCO) agencies that sets standards for securities markets. 

International Swaps and A trade association of over-the-counter derivatives participants. 

Derivatives Association (ISDA) The ISDA Master Agreements standardized derivative terms to 
simplify netting and reduce legal risks for market participants. 

Investment-Grade Bond A bond whose rating is among the highest m creditworthiness as 
measured tiy credit rating agencies. 

Large Bank Holding Company Any Dank holding company (BHC) that files the FR Y-9C. All 

BHCs wtth total consolidated assets ot $500 million or more are 
required to file. Before March 2006. the threshold was $150 
million. BHCs meeting certain additional criteria determined oy 
the Federal Reserve may be required to file regardless of size. 

Leveraged Buyout An acquisition of a company m which the buyer uses borrowed 

funds for a significant portion of the purchase price. 

Loan-to-Value Ratio (LTV) The ratio of the amount of a loan to the value of an asset, 

typically expressed as a percentage. This Is a key metric when 
considering the financing of a mortgage. 

Marketable Debt Obligations that can be bought and sold on public 

secondary markets. 

Mark-toMarket The process by which the reported value ol an asset is adjusted 

to reflect its market value. 

Maturity Transformation A condition m which a financial intermediary issues shorter-term 

liabilities to fund longer-term assets. 

Model Risk Risk related to usw>g an incorrect model specification. For 

example, misspecificatlon can result from programming errors, 
technical errors, data issues, or calibration errors. 

Money Market Fund (MMFi A type of mutual fund that e required by law to invest in low-risk 
securities and pays dividends that generally reflect short-term 
Interest rates. MMFs typically invest in government securities, 
certificates of deposit, commercial paper, or other highly liquid 
and low-risk securities. 

Mortgage-Backed Security (MBS) An asset-backed security backed by a pool of mortgages. 

Investors in the security receive payments (tewed from the 
interest and principal payments on the undertying mortgages. 
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Mortgage Servicer 

Municipal Bond 

Mutual Fund 

Nationally Recognized Statistical 
Rating Organization 

Over-the-counter (OTC) 

Payday Lenders 

Persona! Consumption 
Expenditures (PCE) 

Personal Savings Rate 

Prudential Regulation 

Public Company Accounting 
Oversight Boart (PCAOB) 

Public Debt 

Q4/Q4 


A company that acts as an agent for mortgage holders by 
coBectng and attributing mortgage cash (tows. Servicers 
also handte defaults, modifications, settlements, and 
foreclosure proceedings. 

A bond issued by states, cities, counties, local governmental 
agencies, or certain instrumentalities of the state. 

A type of investment company that Issues redeemable securities, 
which the fund generally stands ready to buy back trom investors 
at thw current net asset value. Also called an open-end 
investment company or open-end fund. 

A credit rating agency that Is registered with the SEC as a 
national* recognized statistical rating organization. 

A method of trading that does not involve an organized exchange, 
In over-the-counter markets, participants trade firectly with each 
other, typicafly through voice or computer communication, 

Lenders that make small, short-term loans to households, with 
the loan repayment due in full on the borrower's pay day. 

A measurement of the goods and services purchased 
by households. 

Personal savings as a percentage of disposable personal income. 

Regulation atmed at ensuring the safe and sound operation ol 
financial institutions, set by both state and federal authorities. 

A nonprofit corporation established by Congress that oversees the 
audits of puttc companies to protect the interests of investors 
and further the public interest m the preparation ol informative, 
accurate, and independent audit reports. PCAOB also oversees 
the audits of broker-dealers. 

Cumulative amounls borrowed by the Treasury Department or me 
Federal Fronting Bank from the pubic or from another fund or 
account. The public debt does not include agency debt (amounts 
borrowed by other agencies of the federal government}. 

Fourth quarter over fourth quarter. A way of computing the rate 
of growth of a statistic over a calendar year by comparing the 
statist's value in the fourth quarter of the year with its value in 
the fourth quarter of the previous year. 
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Ratings Uplift 

Recover 

Repurchase Agreement tRepo) 

Reserves 

Residential Mortgage-Backed 
Security IRMBS) 

Revenue Bond 

Revoking Credit 

Rsfc- Based Capital 

Securities Lending 

Securitization 

Self-Regulatory Organization 
ISRQ) 

SJiort-Term Wholesale Funding 


The difference between tne stand-alone credit rating assigned by 
a credit rating agency to an Issuer, based on that issuer’s intrinsic 
financial strength and the higher credit rating trial considers the 
possibity ot implicit external (e.g., government) support 

A custodian appointed to maximize trie value ot the assets of a 
feed institution or company and to settle the liabitles. 

A transaction in which one party sells a securrty 1o another party 
while agreeing to repurchase it from trie counterparty a! some 
date n the future al an agreed pnce. 

Funds that a depository institution holds against specified 
deposit liabitles. 

A security that t$ collateralized by a pool of noncommercial, 
residential mortgage loans and makes payments that are based 
primarily on the performance of those loans. 

A type of municipal bond backed by revenue from trie project the 
bond finances. 

A lending arrangement whereby a lender commits to provide 
a certain amount of funding to a borrower on demand. The 
borrower may generally borrow and repay trie committed funding 
at any time over the term of the agreement 

An amount of capital, based on the nsk-weighing of various asset 
categories, that a financial institution should hold to protect 
against adverse developments. 

The temporary transfer ot securities from one party 1o another for 
a specified fee and term ii exchange for cotateral In the form of 
cash or securities. 

A financial transaction in which assets such as mortgage loans 
are pooled, and securities representing interests in the pool 
are issued. 

An organization trial has trie authority to regulate its members 
by establishing and enforcing rules and standards regarding Its 
members' conduct. 

Large-value, short-term funding instruments, exceedmg 
deposit insurance hmiis, that are typccally Issued to institutional 
investors. Examples include large checkable and time deposits, 
financial open market paper, and repurchase agreements. 
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Supervisory Capital Assessment 
Program (SCAP) 


Supervisory Information 


Temporary LiquOity Guarantee 
Program (TIGP) 


Term Asset-Backed Securities 
Loan FacSty (TALF) 


Thrift 


Time Deposits 


Tri-Party Repo 


A stress test, conducted from February to May 2009. designed 1o 
estimate the capital needs of Ui. bank hording companies with 
assets exceeding $100 billion under an adverse macroeconomic 
scenario; it was administered by the federal Reserve, OCC. 
andFDC. 

Generally refers to reports ot examination and inspection, 
operating and condition reports, aid any information derived 
from, relating to, or contained in them, and information gathered 
by agencies response for supervising financial institutions in 
connection with any nvesbgation or enforcement action. 

A program implemented in October 2008 by the FD»C through a 
systemic risk determination to provide liqudlty to the banking 
Industry by restoring banks' access to funding markets and by 
stabilizing bank deposits. The program had two components; the 
Debt Guarantee Program and the Transaction Account Guarantee 
(TAG) Program. 

A Federal Reserve funding facility that issued loans with terms 
of up to foe years to holders of eigibie asset-backed securities 
(ASS). TALF was intended to assist the financial markets in 
accommodate the credit needs of consumers and businesses 
by facilitating the issuance of ABS collateralized by a variety of 
consumer and business loans. TALF was also intended to improve 
the market conditions tor ABS more generally. The program 
began operate in 2009. 

A financial institution that ordinarily possesses the same 
depository, credit, financial intermediary, and account 
transactional functions as a bank but that Is chiefly organized 
and primarily operates to promote savings and home mortgage 
lending rather than commercial lending. AJso known as a savings 
bank, a savings association, or a savings and loan association. 

Deposits that the depositor, generally, does not have the right to 
withdraw funds before a designated maturity date without paying 
an early withdrawal penalty. A certificate of deposit is a 
time deposit. 

A repurchase agreement in which a third-party agent, such as a 
clearing bank, acts as an intermediary to facilitate the exchange 
of cash and collateral between the two counterparties. In addition 
fo providing operational services to participants, the tri-party 
agents m the U.S. tri-party repo market extend large amounts ot 
intraday credit to facilitate the daily settlement of tri-party repos. 
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Troubled Asset Relief Program 
ITARPI 


Underwriting Standards 


Yield Curve 


A government program to address trie financial ensa, authorized 
tiy the Emergency Economic Stabilization Act of 2008, allowing 
the government Jo purchase or insure up to S700 biion in assets 
and equity from financial institutions. 

Terms, conditions, and criteria used to determine the extension ot 
credit in the form ol a loan or bond. 

A curve mapping the relationship between bond yields and their 
respective maturities. 
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Abbreviations 


ABCP Asset-Backed Commercial Paper 

ABS Asset-Backed Security 

ADR American Depository Receipt 

AiFP Automotive Industry Financing Program 

AHJ American mtemaiional Group 

ANPR Advance Notice of Proposed Rulemaking 

ARS Auction Rate Security 

ASPl Aggregate Short Position Limit 

AUM Assets Under Management 

BAC Bank ot America 

BBA British Bankers’ Association 

BCBS Basel Committee on Banking Supervision 

BD Broker-dealer 

BEA Bureau of Economic Analysis 

BFl Business Faed Investment 

BHC Bank Holding Company 

BIS Bank lor International Settlements 

8LS Bureau of latw Statistics 

C Citigroup 

C&l Commercial and Industrial 

CBO Congressional Budget Office 

CCAR Comprehensive Capital Analysis and Review 
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CCP Central Counterparty 

CO Certificate of Deposit 

COS Credit Detautt Swap 

Cf PB Consumer Financial Protection Bureau 

CFTC Commodity Futures Trading Commission 

CHIPS Clearing House Intertank Payments System 

QCI CFTC Interim Compliant Identifier 

CIS CIS Bank International 

CMOS Commercial Mortgage-Backed Security 

CME Chicago Mercantie Exchange 

CMO Collateralized Mortgage OUgation 

CNS Continuous Net Settlement 

CP Commercial Paper 

CPP Caprtal Purchase Program 

CPPt Commercial Property Price Index 

CPSS Committee on Payment and SettJement Systems 

CRE Commercial Real Estate 

CSD Central Securities Depository 

CU CredrtUmon 

DCM Designated Contract Market 

DCO Derivatives Gearing Organization 

DOJ U.S. Department o< Justice 

DTC Depository Trust Company 

DTCC Depository Trust and Clearing Corporation 
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OVA OeW Valuation Adjustment 

E&S Equipment and Software 

EBA European Banking Authority 

ECB European Central Bank 

Ef SF European Financial Stability Facility 

EMBk Emerging Markets Bond Index Plus 

EME Emerging Market Economies 

ESM European Stabiity Mechanism 

ETF Exchange Traded Fund 

ED European Union 

FAQ Frequently Asked Questions 

FASB Firandal Accounting Standards Board 

FCM Futures Commission Merchant 

FOIC Federal Deposit Insurance Corporation 

FREC Federal Financial Institutions Examination Council 

FFS Federal Funds Sold 

FHA Federal Housing Administration 

FHFA Federal Housing Finance Agency 

FICC Fixed Income Clearing Corporation 

F1C0 Fair Isaac Corporation 

FIHflA Fmancol Industry Regulatory Authority 

FW Federal Insurance Office 

FMU Financial Market Utility 

FOS Funds Only Settlement 


Aooftviations 



260 


FRB FeiJeral Reserve Board 

FR8NY Federal Reserve Bank of New York 

FSA Financial Services Authority 

FSB Financial Stability Board 

FSOC Financial Stability Oversight Council 

FX Foreign Exchange 

FXPB Foreign Exchange Prime Brokers 

G-20 The Group of Twenty Finance Minsters and Central Bank Governors 

G-SiB Globally Systenvcelly Important Bank 

GAO Government Accountability Office 

GBP British Pound Sterling 

GCF General Collateral Finance 

GDP Gross Domestic Product 

GM General Motors 

GNMA Ginnte Mae 

GS Goldman Sachs 

GSA Green Street Advisors 

GSD Government Securities Division 

GSE Government-Sponsored Enterprise 

G-Stfl Globally Systermcaty Important Financial Institution 

HAMP Home Affordable Modlfcaton Program 

HARP Home Affordable Refinance Program 

HFT Hlgh-Freguency Trading 

HUD U.S. Department of Housing and Urban Development 
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IAIS International Association ot Insurance Supervisors 

IASB International Accounting Standards Board 

ICE IntercontnentatExchange 

IFRS International Financial Reporting Standards 

IMF International Monetary Fund 

IOSCO International Organization of Securities Commissions 

IPO Initial Public Offering 

IRS Interest Rate Swap 

ISOA International Swaps and Derivatives Association 

JPM JPMorgan Chase 

LEI Legal Entity Identifier 

LIBOR London Interbank Ottered Rate 

LSOC Legal Segregation win Operational Commingling 

LTRO Longer-term Refinancing Operations 

LTV Loan-to-Value Ratio 

MBS Mortgage-Backed Security 

MBSD Mortgage-Backed Securities Division 

MFG MF Global 

MHA Making Home Affordable 

ML LLC Maiden Lane LLC 

ML II Maiden Lane II LLC 

ML III Maiden Lane III LLC 

MMF Money Market Fund 

MMl Money Market Instrument 
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MOL Maximum Obligation Limitation 

MS Morgan Stanley 

MVC Model Validation Counci 

NAIC National Association ot Insurance Commissioners 

NAV Net Asset Value 

NBER National Bureau of Economic Research 

NCUA National Credit Union Administration 

NOF Non-dellverable Forward 

NFIB National Federation ot Independent Business 

NMS National Market System 

NPR Notice ol Proposed Rulemalong 

NSCC National Securities Clearing Corporation 

NYPC New York Portfolio Clearing 

OCC Office of the Comptroller ot the Currency 

OCC The Options Clearing Corporation (only in Appendix A) 

OFR Office ol Fnanoal Research 

OITP OBter Important Trading Partners 

OLA Orderly Liquidation Authority 

ORSA Own Risk and Solvency Assessment 

OTC Over-the-Counter 

OTS Office of Thrift Supervision 

P4I Principal and Interest 

PCA Prompt Corrective Action 

PCAOB Public Company Accounting Oversight Board 
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PCE Personal Consumption Expenditures 

PFMI Principles for Financial Market Infrastructures 

PVP Payment-versus-Payment 

04/04 Fourth Quarter over Fourth Quarter 

QHM Qualified Residential Mortgages 

REIT Real Estate Investment Trust 

Repo Repurchase Agreement 

RESPA Real Estate Settlement Procedures Act 

RMBS Residential Mortgage- Backed Secunty 

ROA Return on Assets 

RT6S Real Time Gross Settlement 

RWA Risk- Weighted Assets 

S&P Standard Spoor's 

SCAP Supervisory Capital Assessment Program 

SEC Securities and Exchange Commission 

SEF Swaps Execution Facity 

SIFMA Securities Industry and Financial Markets Association 

SIPA Securities Investor Protection Act 

SIPC Securities Investor Protection Corporation 

SLHC Savings and Loan Holding Company 

SLOOS Senior Loan Officer Opinion Survey 

SMP Securities Markets Programme 

SRC Systemic Risk Committee 

SRO Self-Regulatory Organization 
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STV Short Term Bank Common and Collective Investment Funds 

STRIPS Separate Trading of Registered Inlerest and Principal Securities 

TAG Transaction Account Guarantee 

TALF Term Asset-Backed Securities Loan Faofity 

TARP Troubled Asset Relief Program 

TILA Truth in LenrAng Act 

TIPS Treasury Inflation-Protected Secunties 

TTW Trade Information Warehouse 

TLGP Temporary Liquidity Guarantee Program 

TR Trade Repositories 

UIT Unit Investment Trial 

USD U.S. Dollar 

USQA U.S. Department of Agriculture 

USDE U.S. Dollar Equrvaienl 

VA Department of Veterans Affairs 

VaR Value at Risk 

VROO Vanable Rate Demand Obligations 

WAL Weighted Average Lite 

WAM Weighted Average Maturity 

WFC Wells Fargo Company 

WFE World Federation of Exchanges 

VTD Tear to Date 
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Notes on the Data 


Except as otherwise indicated, data cited in this report is as of July 6, 2012. 

Glossary of Certain Government Data Sources 

Bank Holding Company Performance Report (BHCPR): Report of financial information produced for select 
top-tier bank holding companies and published by the Federal Reserve. 

Flow of Funds: Data release compiled and published by the Federal Reserve. 

FR 2004: Report of market activity for primary dealers in U.S. government securities published by the 
Federal Resene. 

FR Y-90 Consolidated financial statement for domestic bank holding companies published by the 
Federal Reserve. 

SLOOS: Survey of senior loan officers on bank lending practices published by the Federal Reserve Board. 

Academic Papers Cited in This Report 

Copeland, Adam M., Antoine Martin, and Michael Walker. ‘The Tri-Party Repo Market before the 2010 
Reforms," Federal Reserve Bank of New York Staff Reports, 2010, No. 477. 

Bech, Morten L., Antoine Martin, and James McAndrews. “Settlement Liquidity and Monetary Policy 
Implementation— Lessons from the Financial Crisis," Federal Resene Bank of New York Economic Policy Review 18, 
March 2012, No. 1. 

Other 

Bloomberg data: © 2012 Bloomberg Finance L.P. All rights reserved. Used with permission. 

Certain data was obtained through Haver Analytics. 

iMoneyNet data made available for use by iMoneyNet subscribers and press, all others please contact 
iMoneyNet for subscription information. 


Inside Mortgage Finance, 2012 Mortgage Statistical Annual Copyright 2012. www.imidemortgagefinance.com. 

® Markit makes no warranty, expressed or implied, as to accuracy, completeness or timeliness, or as to the 
results to be obtained by recipients of the products and services described herein, and shall not in any way be 
liable for any inaccuracies, errors or omissions herein. 

© 2012, Markit Group Limited. All rights reserved. Any unauthorized use, disclosure, reproduction or 
dissemination, in full or in part, in any media or by any means, without the prior written permission of Markit 
Group Limited is strictly prohibited. 

Moody’s data provided by Moody's Investors Service. 

The Risk Management Association's Aggregate Data Survey (2000-2012). 
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Endnotes 


Section 6 

' Insured depository institutions, Farm Credit System rsttutions. Fanme Mae. Freddie Mac, and the 
Federal Home Loan Banks are not subject to resolution under the (XA, 

1 In the case of a faring insurance company. the company is reserved under tne relevant states 
loudatcn or rehabittaton process rather man under the FDtC's receivership process Special pro- 
cedures a to apply to the resolution of faring financial compares that are Droker-deaters 

1 The Council met on August 8. 201 1; September 15. 2011; October 11. 201 1; October 31. 2011; 
November 1 1, 201 1 ; December 5. 201 1 ; Oecember 21 . 201 1 : February 1 . 2012; April 3. 201 2; M-ay 
22. 2012; Ji*e 11. 2012; and July 18. 2012. 

* The Freedom of information Act regtfation s avaiabte online at wvw.tsoc.gov. 

' The transparency poicy is available onine at www.fsoc.gov. 


Appendix A 

' 12 U.S.C. § 5463(a) (2K 

7 12 CFR 1320.10. 

3 See 12 U.S.C. § 546216). 

•The list of global*/ systermesriy important financial institutions. as determined by the Financial Sta- 
bfity Board. ■$ available at www financatstaWityboard .or g 1 cubical ions/r J 1 1 1 04bb.pdf 

• 12 U.S.C. § 61 1 at sea Isecton 25A of tne Federal Reserve Act). 

•See 12 U.S.C.§ 5462(8). 

' See Bank lor international Settlements, Tnerml Centra 1 San* Survey. Papon on gtobai foreign 
exchange market activity * 20)0 (Tnenriai Survey) (December 2010). The Bank for international 
Settlements reports average daily FX market turnover as 3.98 tntton USOE, which is the sum of one 
side of each FX traisacton in 2010. For the purpose of comparability with statistes crowded by 
as Bank, ifns value has been doubted and reported as the average aggregate oa/y value settled m 
the FX market. 

• CIS Bank currency settles transactions n 17 currencies: the Australian do*ar. British pound, Cana- 
da dollar. Danish krone, euro. Hong Kong do*ar. Israeli shekel. Japanese yen. Mexican peso. New 
Zealand dollar. Norwegian krone. Singapore dofer. South African rand. South Korean won. Sweden 
krona, Swiss franc, and U.S. dollar. 


' By setting the two sides of an FX transaction simjtaneousty. onaPVP basis. CLS Bank substan 
Hairy reduces settlement risk to mstrtutons using its services. 

,c An ASPl of zero wood require that settlement members prefund transactions before settlement 
can take place. 

" The mawmum potential credit exposure is calculated as me sum ot each settlement member's 
ASPL and assumes that each member reaches its ASPL at the same time. 

" Mercers are not required to meet an addtonal pay-n calls, trough ncn-ccmpiance may result 
n some ot the* traces not setting at CLS Bank on setrement date and wouW be considered a 
mutipfe member pay-in failure. 

•i See 12 U.S.C. § 5462(8). However, because DCMs are expressly excluded from the definition 
of an FMU (the Act specifically states that ‘tne term 'financal market unity' does not mckrde - ft 
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designated contract markets..,'), the activities of CME's designated contract markets fall outside of 
this definition. 

’* CFTC staff catenation based on volume (based on the number o< contracts cleared). The underly- 
ing data for the calculation s taken from pubfcfy avafebie data compiled by the Futures industry 
Asscoat-on (FlA). See note 16 . 

" DCMs are CFTC-reguWed markets for the trading o< contracts tor sale of a commodify for future 
delivery or commodity options. Essentially, they are boards of trade (or exchanges) mat operate 
under the regulatory oversight of the CFTC. pursuant to Section 5 of the Commodity Exchange Act. 


w 


US Futures 4 Options Volume 



2011 

CME Group 

Ktt.K.ftaJ 

CEFuWesUS 

107.287,467 

CBOE Futures Exchange 

12.040,074 

Chicago Omate Futures Exchange 

84.580 

NYSE LifleUS 

20.898.1 74 



US Total 




CME Group % of total 

96* 


” For example, a central counterparty wti net member AS tong exposure in oi (formerly to B) and A's 
short exposure n natural gas (formally toQ.n determining A's collateral requirements. 

'• Generaty speafcng, nedgng activities result m more efficient markets and. ultimately, lower costs 
for consumers. 

■* The tuti/es and opbons markets ptoy cntcal roles r\ the U.S. financial system because ihey prowde 
two mportant functions. Fret, market participants such as gran merchants, energy firms, and portfofio 
managers use Wires and cptons to reduce the nsk to ther business assorted with voat* pnces. 
Second, the Wires and options markets provide the economy with price tfccovery (meaning they 
help determine the pnce level tor ccmmodees). and because Wires prices am determined by supply 
anti demand, the poces dscovered through these markets offer valuable economic nformatton that 
determnes how (and how much of| these ccmmodees are produced and consigned. 

* See 12 U.S.C.§ 5462(6). 

*’ The list ot global systemicaty important financial institutions, as determined by the Financial 
Stability Board. « available at www.financatetabil^board.orgfpu04cations/r_l 1 1 I04bb.pdf. 

n See i2U.$.C.§ 5462(6). 

» The list ol globally systemcaly mportant financial institutions, as determined by the Financial 
StabAty Board, is available at www.financ>alstabilrtyboard.orgrpub*cat)ons/r.1 1 1 104bb.pdf. 

J * See 12 U.S.C.§ 5462(6). 

” The data is as of May 2. 2012. For a compete list of at cl ICE Oear Credit's clearing eiigbie 

products, see *wiw.iheica.comlpubicdo<3/aear_cr^^ 

uctsjds. 


* See ICE Surpasses $15 Triion Milestone n GteCal COS Gearing at nttp-7/r.theK».com/re'easede- 
tai.ctm?ReieaseiO=545362. 

r As ol May 10. 2012. tCc Clear Credt's clearing members were: Bank of Amenca. N.A.. Barclays 
Bank PiC. Barclays Capital Inc.. BNP Paribas. 3NP Panbas Secuntas Corp.. Cittoank N.A.. Citi- 
group Global Markets Inc.. Cmot Suisse international. Credit Su«se Securities (USA) LLC, Demscne 
Bank AG. London Branch. Deutsche Bank Securities Inc., Gotoman. Sachs & Co. . German Sachs 
•hternabonaJ. HSBC Bank USA. N.A.. HSBC Securities (USA) Inc., jPMcrgan Chase Bank. National 
Association. J.P. Morgan Securities LLC. Memi Lynch international. Merr* Lynch, Pierce, Fenner 
& Smth. incorporated, Morgan Stanley Capital Servces LLC. Morgan Staney S Co. LLC. Nomura 
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international PtC, Nomura Sectatbes International. Inc., Soc^te Generate. The Royal Bank of Scot- 
land pic. UBS AG. London Branch, and UBS Securities LlC. 

" Fa example, a central counterparty wii net member A's long exposure none CDS mdex (formerly 
to B) and A* short exposure in a dflerent, Put nsk-retated CDS index (lomerty to C). n oetermn.ng 
A's collateral requirements. 

" Accordng to me Bank tor intemaocnai Settlements. ‘Amounts outstandng wth central counter- 
parties. . noeased to about 1 7% of the total market at end- June 201 1 . a*ter reacmng 15% at end- 
December 2010.’ The BIS report « available at: www.t»$.ag/pub(/otc_hyi 1 1 1 .pdf 

* Oenvafives Clearing Organization General Provisions and Core Principles. 76 FR 69334 (Nov. 8. 
2011 ). 

11 The CDS market plays a critical role in the U.S. financial system for fnandal market nstaubons 
because if facilitates lendng and corporate f nance actrvity among such participants, wtuch can oe 
crucal n a tight credit envronment. In addition. |u$t as equty investors use indexes (such as the 
S4P 500) to nedga against broad market moves, credit ndexes serve a similar purpose fa credit 
investors (protecting assets! and issuers Cocking m advantageous issue tevett). 

» See 12 U.S.C.§ 5462(6). 

B The kst of glcbaly systemcaHy important finance! institutions, as determined by the Fmaroal 
Stability Board, $ avaiaWe at wvm^nancraJstabatyboard ag/publicaiions/r.l 1 1 104bb.pdf. 

B See 12 U.S.C.§ 5462(6). 

“ Tne kst of gicfcaly systemicaly important financial institutions, as determined by the Financial 
Stability Board, is evatebte at v/vvw.frwceistabatytoardorg/^ 1 1 104bb.pdf. 

" A portion of the deamg fund assets must be used to codateraize the secured ine of credit and 
win not be available in station to the credit itself if me Ine of aedt o drawn upon. 
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